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SECURITIES  AND  EXCHANGE 
COMMISSION 
[17  CFR  Part  241] 

[Release  No.  34-13684;  FUe  No.  87-699) 

REGULATION  OF  CLEARING  AGENCIES 
Proposed  Registration  Standards 

AGENCY:  Securities  and  Exchange 
Commission. 

ACTION:  Proposed  Registration  Stand¬ 
ards. 

SUMMARY:  The  Commission  today  re¬ 
quested  comment  on  standards  proposed 
to  be  applied  by  the  Commission  in  con¬ 
nection  with  the  registration  of  clearing 
agencies.  The  proposed  standards  are 
designed  to  serve  as  guidelines  for  clear¬ 
ing  agencies  to  follow  in  modifying  their 
organizations  and  rules  in  order  to  com¬ 
ply  with  the  provisions  of  the  Securities 
Exchange  Act  of  1934  which  clearing 
agencies  must  satisfy  as  a  prerequisite  to 
being  registered  with  the  Commission. 

DATES:  Comments  on  or  before  July  15, 
1977. 

ADDRESSES:  Written  comments,  sub¬ 
mitted  in  triplicate,  should  be  addressed 
to  The  Secretary,  Securities  and  Ex¬ 
change  Commission,  Washington,  D.C. 
20549,  and  should  refer  to  Pile  No. 
S7-699. 

FOR  FURTHER  INFORMATION  CON¬ 
TACT: 

Anthony  C.  J.  Nuland,  Associate  Di¬ 
rector,  Division  of  Market  Regulation, 
Securities  and  Exchange  Commission, 
500  North  Capitol  Street,  Washington, 
D.C.  20549,  202-755-1412. 

SUPPLEMENTARY  INFORMATION: 
The  Securities  and  Exchange  Commis¬ 
sion  today  requested  comment  on  pro¬ 
posed  Commission  standards  for  making 
the  determinations  required  by  para¬ 
graph  17A(b)  (3)  of  the  Securities  Ex¬ 
change  Act  of  1934  (the  “Act”)  in  con¬ 
nection  with  the  registration  of  clearing 
agencies.  The  Commission  also  issued  an 
order,  pursuant  to  subsection  (c)  of  17 
CFR  240.17Ab2-l  imder  the  Act,  extend¬ 
ing  until  September  1,  1977,  the  existing 
registrations  of  The  Depository  Trust 
Company,  Bradford  Securities  Process¬ 
ing  i^rvices,  Inc.,  Stock  Clearing  Corpo¬ 
ration  of  Philadelphia,  Boston  Stock  Ex¬ 
change  Clearing  Corporation,  Midwest 
Securities  Trust  Company,  The  Options 
Clearing  Corporation,  Midwest  Clearing 
Corporation,  Pacific  Seciu’ities  Deposi¬ 
tory  Trust  Company,  Pacific  Clearing 
Corporation  and  TAD  Depository  Corpo¬ 
ration  (hereinafter  referred  to  as  the 
“Registrants”)  and  announced  that  the 
Commission  had  extended  to  September 
1,  1977,  the  time  for  concluding  pro¬ 
ceedings,  pursuant  to  Sections  17A  and 
19  of  the  Act  and  17  CFR  240.17Ab2-l 
thereunder,  to  determine  whether  to 
.grant  (g*  deny  registration  to  the  Regis¬ 
trants  at  the  expiratimi  of  their  exist¬ 
ing  registrattons. 


Background 

Subsectlcm  17A(b)  ot  the  Act  makes  it 
unlawful  tor  a  clearing  agency  *  to  per¬ 
form  clearing  agency  functions  with  re¬ 
spect  to  any  security  (other  than  an  ex¬ 
empted  security)  unless  the  clearing 
agency  is  registered  with  the  Commis¬ 
sion.  On  Novemter  3,  1975,  piu^uant  to 
subsection  17A(b)  of  the  Act,  the  C(Hn- 
mission  adopted  17  CFR  240.17Ab2-l  and 
related  Form  CA-1  for  the  registration 
of  clearing  agencies.*  Although  para¬ 
graph  17A(b)  (3)  of  the  Act  requires  the 
Commission  to  make  a  niunber  of  deter¬ 
minations  with  respect  to  a  registrant’s 
organization,  capacity,  and  rules  before 
granting  registration  to  a  clearing 
agency,*  paragraph  (c)  (1)  of  17  CFR 
240.17Ab2-l  provides  that,  if  requested 
by  a  registrant,  the  C(Hnmission  may 
grant  registration  for  18  months  without 
making  all  of  the  determinations  called 
for  by  paragraph  17A(b)  (3) . 

On  November  26,  1975,  the  Commis¬ 
sion  announced  the  filing  of  the  Regis- 
ti*ants’  applications  for  r^istration  as 
clearing  agencies.*  Each  Registrant  ap¬ 
plied  for  registration  under  paragraph 
(c)(1)  of  17  CFR  240.17Ab2-l,  thereby 
requesting  an  18-month  registration  and 
an  exemption  from  the  requirements  of 
pne  or  mwe  of  the  determinations  which 
the  Commission  is  directed  to  make  pur¬ 
suant  to  Subparagraphs  (A)  to  (I)  .*  On 
December  1,  1975,  the  Registrants  were 
registered  in  accordance  with  paragraph 
(c)(1)  upon  the  CommissicKi’s  determi¬ 
nations  that:  the  Registrants  were  so 
organized  and  had  the  capacity  to  safe¬ 
guard  securities  and  funds  in  their  cus¬ 
tody  or  control  or  for  which  they  were 
responsible;  the  Registrants’  rules  did 
not  impose  any  schedule  of  prices,  or  fix 
rates  or  other  fees,  for  services  rendered 
by  participants;  and  the  R^strants’ 
rules  assured  the  safeguarding  of  secu¬ 
rities  or  fimds  which  were  in  the  custody 
or  control  of  the  Registrants  or  for  which 
they  were  responsible.* 


•The  term  “clearing  agency”  Is  defined  In 
paragraph  3(a)  (23)  of  the  Act. 

*  Securities  Exchange  Act  Release  No.  11787 
(November  3,  1975),  40  FR  62358  (November 
10,  1976). 

*  The  determinations  are  contained  in  sub- 
paragraphs  (A)  through  (I)  of  paragraph 
17A(b)(3)  of  the  Act  (“Subparagraphs  (A)- 
(I)  ”) .  See  n.8  at  p.  7  Infra. 

‘  Securities  Exchange  Act  Release  No. 
11875  (November  26,  1975),  40  FR  55910  (De¬ 
cember  2,  1975) . 

®  The  approach  to  registration  fncorporated 
In  subsection  (c)  of  17  (TFR  240.17Ab2-l  was 
intended  to  permit  clearing  agencies  in  op¬ 
eration  prior  to  the  effective  date  of  Section 
17A  of  the  Act  (December  1,  1976)  to  be  reg¬ 
istered  in  cmnpliance  with  the  Act,  upon  a 
finding  that  their  operations  provided  for 
the  safeguarding  of  funds  and  securities, 
while  affOTdlng  the  Commission  sufficient 
time  to  make  the  other  determinations  re¬ 
quired  by  Subparagraphs  (A)  to  (I). 

*  On  December  1. 1975,  the  Commission  also 
registered  the  National  Clearing  Corpora¬ 
tion,  American  Stock  Exchange  Clearing  Cor¬ 
poration  and  Stock  Clearing  Corporation. 
Subsequently,  those  clearing  agencies  were 
merged  into  the  National  Securities  Clear¬ 
ing  Corporation  (“NSCC”)  and  withdrew 


In  the  case  of  a' clearing  agency  regis¬ 
tered  in  accordance  with  paragraph 
(C)  (1)  of  17  CFR  240.17Ab2-l,  the  CXwn- 
misslon  is  required,  not  later  than  nine 
months  from  the  date  such  registration 
is  made  effective,  either  to  grant  regis¬ 
tration  in  accordance  with  subsection 
17A(b)  and  paragraph  19(a)(1)  of  the 
Act,  without  exempting  the  registrant 
from  the  requirements  of  one  or  more  of 
the  Subparagraphs  (A)  to  (I)  determina- 
ti<ms,  or  to  institute  riroceedings  in  ac¬ 
cordance  with  subparagraph  19(a)(1) 
(B)  of  the  Act  to  determine  whether  to 
grant  or  deny  registration. 

On  September  1,  1976,  the  Commis- 
si(Mi  institute  proceedings  in  order  to  ob¬ 
tain  the  views  of  interested  persons  con¬ 
cerning  the  Registrant’s  ability  to  satisfy 
the  standards  which  the  Commissi<m  is 
required  to  apply  in  determining  whether 
to  grant  registration  to  clearing  agen- 
cies.  Pursuant  to  paragraph  (c)(1)  of 
17  CTR  240.17Ab2-l  imder  the  Act,  the 
Cemunission  today  has  by  order  extended 
to  September  1,  1977,  the  registrations 
granted  the  Registrants.  Also,  having  re¬ 
ceived  the  consent  of  each  Registrant, 
the  Commission  today  extended  to  Sep¬ 
tember  1, 1977,  the  time  for  conclusicm  of 
the  proceedings  with  respect  to  the  Reg¬ 
istrants.  The  additional  time  will  permit 
the  Commission  to  obtain  comments 
from  interested  persons  cm  the  standards 
which  it  prcHXises  to  apply  in  making  the 
Subparagraphs  (A)  to  (I)  determina¬ 
tions  in  connection  with  the  registration 
of  the  Registrants  and  other  clearing 
agencies. 

Proposed  Standards 

In  developing  the  prc^xised  standards, 
the  Commission  has  sought  to  carry  out 
Its  statutory  mandate  to  facilitate  the 
establishment  of  a  naticmal  system  for 
the  clearance  and  settlement  of  securi¬ 
ties  transactions.*  The  standards  are  in¬ 
tended  to  foster  the  development  of  a 
national  system  which,  in  accordance 
with  the  objectives  of  Section  17A  of  the 
Act,  would  have  the  capability  to  (i) 
(XHnpare,  clear  and  settle  securities 
trransactions  promptly  and  accurately, 
(ii)  safeguard  funds  and  securities,  (iii) 
protect  investors  and  persems  facilitating 
transactions  on  b^alf  of  investors,  (iv) 
reduce  imnecessary  costs  resulting  from 
inefficient  clearing  and  settlement  pro¬ 
cedures,  (V)  take  advantage  of  the  effi¬ 
ciencies  and  safeguards  made  available 
by  new  data  processing  and  communica¬ 
tions  techniques  and  (vi)  provide  for  the 
linking  of  all  clearli^  and  settlement 
facilities  and  the  development  of  uni¬ 
form  standards  and  procedures. 

Hie  pre^Kxsed  standards  would  be  ap¬ 
plied  by  the  Ctmunission  in  making  the 
determinations  required  by  Subpara - 
grains  (A)  to  (I)  in  connection  with 


their  registrations.  Both  NSCC,  registered  on 
January  13,  1977,  and  the  New  England  Se¬ 
curities  Depoelt<^  Trust  Company,  regis¬ 
tered  cm  September  23,  1976,  were  granted 
registration  for  a  period  of  18  months  pur¬ 
suant  to  paragraph  (c)  (1)  of  17  CFR  240  - 
17Aba-l. 

•  Paragraph  17A(a)  (2)  of  the  Act. 
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the  registration  of  clearing  agencies.*  In 
this  release  the  Commission  is  describ¬ 
ing  and  requesting  comment  on  Its  pro¬ 
posed  standards.  In  order  to  focus  com¬ 
ment,  the  Commission  has  Included  In 
its  description  examples  of  organisa¬ 
tional  arrangements,  operating  capabil¬ 
ities  and  rules  which  the  Commission 
believes  would  be  consistent  with  the 
proposed  standards. 

•  The  Subparagraphs  (A)  to  (I)  determina¬ 
tions  are  contained  In  paragraph  17A(b)  (S) 
of  the  Act  which  provides:  A  clearing  agency 
shaU  not  be  registered  unless  the  Commls- 
Bl<ni  determines  that — 

(A)  Such  clearing  agency  Is  so  organized 
and  has  the  capacity  to  be  able  to  facilitate 
the  prompt  and  accurate  clearance  and  set¬ 
tlement  of  securities  transactions  for  which 
It  is  responsible,  to  safeguard  securities  and 
funds  In  Its  custody  or  control  or  for  which 
It  Is  responsible,  to  comply  with  the  pro¬ 
visions  of  this  title  and  the  rules  and  regula¬ 
tions  thereunder,  to  enforce  (subject  to  any 
rule  or  order  of  the  Commission  pursuant  to 
secUon  17(d)  or  19(g)  (2)  of  this  title)  com¬ 
pliance  by  its  participants  with  the  rules  of 
the  clearing  agency,  and  to  carry  out  the 
purposes  of  this  section. 

(B)  Subject  to  the  provisions  of  paragraph 
(4)  of  this  subsection,  the  rules  of  the  clear¬ 
ing  agency  provide  that  any  (1)  registered 
broker  or  dealer,  (11)  other  registered  clear¬ 
ing  agency,  (111)  registered  Investment  com- 
psny,  (Iv)  iMuik,  (v)  Insurance  company,  or 
(vl)  other  person  or  class  of  persons  as  the 
Commission,  by  rule,  may  from  time  to  time 
designate  as  appropriate  to  the  development 
of  a  national  system  for  the  prompt  and  ac¬ 
curate  clearance  and  settlement  of  securities 
transactions  may  become  a  participant  In 
such  clearing  agency. 

(C)  The  rules  of  the  clearing  agency  as- 
siue  a  fair  representation  of  its  shareholders 
(or  members)  and  participants  In  the  selec¬ 
tion  of  Its  directors  and  administration  of  Its 
affairs.  (The  Commission  may  determine  that 
the  representation  of  participants  is  fair  if 
they  fire  afforded  a  reasonable  opportunity  to 
acquire  voting  stock  of  the  clearing  agency, 
directly  or  Indirectly,  In  reasonable  propor¬ 
tion  to  their  use  of  such  clearing  agency.) 

(D)  The  rules  of  the  clearing  agency  pro¬ 
vide  for  the  equitable  allocation  of  resonable 
dues,  fees,  and  other  charges  among  Its 
participants. 

(E)  The  rules  of  the  clearing  agency  do  not 
Impose  any  schedule  of  prices,  or  fix  rates  or 
other  fees,  for  services  rendered  by  Its 
participants. 

(F)  The  rules  of  the  clearing  agency  are  de¬ 
signed  to  promote  the  prompt  and  accurate 
clearance  and  settlement  of  securities  trans¬ 
actions,  to  assure  the  safeguarding  of  se¬ 
curities  and  funds  which  are  In  the  custody 
or‘contr(ri  of  the  clearing  agency  or  for  which 
It  Is  responsible,  to  foster  cooperation  and 
coordination  with  persons  engaged  In  the 
clearance  and  settlement  of  securldes  traxis- 
aotlons,  to  remove  Impediments  to  and  per¬ 
fect  the  mechanism  of  a  national  system 
for  the  pronq>t  and  accurate  clearance  and 
settlement  of  securities  transactions,  and.  In 
general,  to  protect  Investors  and  the  public 
interest:  and  are  not  designed  to  permit  un¬ 
fair  discrimination  In  the  admission  of  par¬ 
ticipants  or  among  participants  In  the  use 
of  the  clearing  agency,  or  to  regulate  by  vir¬ 
tue  of  any  authority  conferred  by  this  title 
matters  not  related  to  the  purposes  of  this 
section  or  the  administration  of  the  clearing 
agency. 

(O)  The  rules  of  the  clearing  agency  pro¬ 
vide  that  (subject  to  any  rule  or  order  of 
the  (Commission  pursuant  to  section  tT(d) 
or  19(g)  (3)  of  this  tlUe)  Its  parttdpanls 


Hie  Conunissioii  recogniaes  that  tlie 
Sutvnragxapiis  (A)  to  O)  determlm- 
Ucxie  to  wblch  the  proposed  standards  ap- 
pibr  are  stanilar  In  many  respects  to  tlie 
determinations  the  Commission  ia  re¬ 
quired  to  make  in  connection  with  regls- 
tratiems  of  natkmal  securitlee  exchanges 
and  registrations  of  national  securities 
associations  pursuant  to  subsections  6(b) 
and  15A(b)  of  the  Act  While  the  pro¬ 
posed  standards  may  prove  to  have  some 
application  to  determinations  required 
under  subsections  6(b)  and  15A(b)  of 
the  Act  they  are  intended  in  this  re¬ 
lease  to  apply  only  to  the  determinations 
required  by  paragraph  17A(b)  (3)  of  the 
Act  and  are  being  proposed  %>rlmarlly  in 
light  of  the  purpose  of  Section  17A  of  the 
Act. 

Hie  ensuing  description  of  the  Com¬ 
mission’s  pit^xised  standards  is  orga¬ 
nized  as  follows: 

Participation  Standards. 

Fair  Representation. 

Capacity  to  ITnforce  Rules,  Disciplinary  Ac¬ 
tions  and  Fair  Procedures. 

Safeguarding  of  Securities  and  Funds — Or¬ 
ganization;  Processing  Capacity;  Financial 
Reports;  Internal  Accounting  Contn^  Re¬ 
ports;  and  Securities,  Funds  and  Data  Con¬ 
trols  Rules. 

Obligations  to  Participants. 

Participant  Charges. 

Equitable  Allocation  of  Re.'.sonable  Dues, 
Fees  and  Other  Charges. 

The  National  System. 

Other  Matters. 

Participation  Sxandarps 

Subparagraph  17Atb)(3)(B)  of  the 
Act  provides  that  a  clearing  agency  shall 
not  be  registered  unless  the  Commission 
determines  that 

*  *  *  the  rules  of  the  clearing  agency  pro¬ 
vide  that  any  (1)  registered  broker  or  dealer, 
(11)  other  registered  clearing  agency,  (lU) 
registered  investment  company,  (Iv)  bank, 
(V)  insurance  company,  or  (vl)  other  person 
or  class  of  persons  as  the  Commission,  by 
rule,  may  from  time  to  time  designate  as 
appropriate  to  the  development  of  a  national 
system  for  the  prompt  and  accurate  clear¬ 
ance  and  settlement  of  securitlee  transac¬ 
tions  may  become  a  participant  In  such  clear¬ 
ing  agency. 

Hie  requirement  that  a  clearing  agency 
admit  to  particip>ation  the  categories  of 
persons  enumerated  in  subparagraph  17 
A(b)  (3)  (B)  of  the  Act  is  modified 
by  subparagraph  17A(b)(4MB)  of  the 
Act,  which  provides  that  a  registered 
clearing  agency  may  deny  participation 


shall  be  iq>proprlately  disciplined  for  viola¬ 
tion  of  any  provision  of  the  rules  of  the  clear¬ 
ing  agency  by  expulsion,  suspension,  limita¬ 
tion  of  activities,  functions,  and  operations, 
fine,  censure,  or  any  other  fitting  sanction. 

(H)  The  rules  of  the  clearing  agency  are  In 
accordance  with  the  provisions  of  paragnq>h 
(5)  of  this  subaecUon,  and,  in  general,  pro¬ 
vide  a  fair  procedure  with  respect  to  the 
disciplining  of  pcu^clpants,  the  denial  of  par¬ 
ticipation  to  any  person  seeking  participa¬ 
tion  therein,  and  the  prohibition  or  limita¬ 
tion  by  the  clearing  agency  of  any  person 
wHh  respect  to  access  to  services  offered  by 
the  clearing  agency. 

(I)  The  rulaa  of  the  clearing  agency  do  not 
Impose  any  burden  on  competition  not  neces- 
aary  or  appropeteta  tn  furtherance  of  tiie 
prirpoeee  of  this  title. 


to.  or  oondittoa  the  pnrtlclpatUxi  of,  any 
person  who  does  not  meet  such  stand¬ 
ards  of  financial  responsibility,  opera¬ 
tional  capability,  experience  and  com¬ 
petence  as  are  prescribed  by  the  rules  of 
the  clearing  agency.*  A  registered  clear¬ 
ing  agency  is  empowered  to  examine  and 
verify  the  qualifications  of  an  applicant 
in  accordance  with  procedures  estab¬ 
lished  by  the  rules  of  the  clearing  agency. 
In  addlUcm,  subparagrai^  17A(b)  (3)  (P) 
of  the  Act  provides,  among  other  things, 
that  the  rules  of  a  clearing  ag^cy  may 
not  be  “designed  to  permit  unfair  dis¬ 
crimination  in  the  admission  of  par¬ 
ticipants  or  among  participants  In  the 
use  of  the  clearing  agency  •  * 

Together  the  Act’s  provisions  appear  to 
permit  discriminations  in  admi^on  to. 
or  use  of.  a  clearing  agency  based  on 
standards  of  financial  responsibility, 
operational'  capability,  experience  and 
competence.  In  addition,  the  Act  requires 
that  the  discriminations  it  sanctions  not 
be  “unfair”  and  that  the  Commission 
find  the  rules  embodying  the  discrimina¬ 
tions  to  be  in  the  public  interest  and  con¬ 
sistent  with  the  other  requirements  of 
the  Act  applicable  to  registered  clearing 
agencies,  including  the  establishment  of 
a  national  system.** 

The  Commission  believes  that  the  Act 
precludes  a  clearing  agency  from  having 
rules  dealing  differently  with  similar 
categories  of  participants  using  similar 
clearing  agency  services.**  In  addition, 
the  rules  of  a  clearing  agency  should  (i> 
provide  the  statutory  categories  of  par¬ 
ticipants  acNiess  to  tlie  clearing  agency 


•  Sul^Muagraph  17A(b)  (3)  (B)  of  the  Act  Is 
modified  also  by  subparagraph  17A(b)  (4)  (A) 
of  the  Act.  which  provides  that  a  registered 
clearing  agency  nmy,  and  in  cases  In  which 
the  Commlasion,  by  order,  directs  as  appro¬ 
priate  in  the  public  mterest  shall,  deny  par¬ 
ticipation  to  any  person  subject  to  a  statu¬ 
tory  disqualification.  A  registered  clearing 
agency  Is  required  to  file  notice  with  the 
Commission,  not  leas  than  thirty  days  prior 
to  admitting  any  person  to  participation.  If 
the  clearing  agency  knew,  or  In  the  exercise 
of  reasonable  care  should  have  known,  that 
such  person  is  subject  to  a  statutory  dis¬ 
qualification. 

Subsection  19(b),  paragraph  17A(a)(3) 
and  subparagraphs  17A(b)(3)(A)  and  (F) 
of  the  Act. 

**  The  fair  procedures  for  disciplining  par¬ 
ticipants,  denials  of  participation  and  limita¬ 
tions  cm  access  to  services  required  by  para¬ 
graph  17A(b)(6)  of  the  Act  and  the  proce¬ 
dures  for  review  of  clearing  agency  actions 
provided  In  subsections  19(d).  (e)  and  (f) 
of  the  Act  and  Rules  19d-l,  2  and  3  pro¬ 
posed  to  be  adopted  thereunder.  Securities 
Exchange 'Act  Release  No.  12561  (June  21, 
1976),  41  FR  27003  (June  30,  1976).  would 
provide  a  framework  for  examining  appli¬ 
cations  of  clearing  agency  rules  In  particular 
Instances  to  discipline  participants,  deny 
participation  or  limit  access  to  servlcm.  The 
Federal  bank  regulatory  agencies  which 
under  subparagraphs  3(a)  (34)  (B)  and  (C) 
of  the  Act  are  the  appropriate  regulatory 
agencies  for  certain  registered  clearing 
agencies  and  certain  clearing  agency  par¬ 
ticipants  (the  Board  of  Oovemors  of  the 
Federal  Reserve  System,  the  Comptroller  of 
the  Currency  and  the  Federal  Deposit  In¬ 
surance  Corporation)  have  proposed,  and  In 
one  Instance  adopted,  rules  similar  to  the 
Commission’s  proposed  Rules  19d-l,  2  and  3. 
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Subparagraph  17Aa>)(3)(B)  of  the 
Act  tacludes  In  the  enximerated  cate¬ 
gories  of  clearing  agency  participants 
such  “other  person  or  class  of  persons  as 
the  Commlssl(m,  by  rule,  may  from  time 
to  time  designate  as  appropriate  to  the 
devel(^ment  of  a  national  system 
To  date,  the  Commission  has  not  identi¬ 
fied  additional  categories  of  persons 
whose  participation  would  be  appropri¬ 
ate  to  the  development  of  a  national 
system  and,  accordingly,  has  not  pro¬ 
posed  rules  to  expand  the  statutory  cate¬ 
gories.  The  Ccxnmisson  invites  comment 
on  whether  there  are  additional  entitles 
whose  participation  in  clearing  agencies 
would  contribute  meaningfully  to  the 
development  of  a  national  system. 


and  its  services  on  a  basis  which  does  not 
discriminate  unreasonably  or  unfairly, 
(ii)  protect  the  clearing  agency’s  finan¬ 
cial  and  operational  Integrity  and  (ill) 
carry  out  the  purposes  of  Section  17A  of 
the  Act,  including  facilitating  the  estab¬ 
lishment  of  a  national  system. 

A  threshold  concern  is  whether  clear¬ 
ing  agency  rules  must  limit  the  standards 
for  participation  by  the  statutory  cate¬ 
gories  of^participants  to  the  standards 
which  qualify  entities  for  inclusion  In 
those  categories  or  whether  clearing 
agencies  may  set  higher  or  different 
standards."  For  example,  may  a  clear¬ 
ing  agency  impose  a  hgiher  net  capital 
standard  for  broker  and  dealer  partici¬ 
pants  than  the  standard  imposed  by  the 
CHxnmlsson’s  net  capital  rule,  17  CFB 
240.15c3-l,  for  brokers  and  dealers  en¬ 
gaging  in  a  general  securities  business? 
May  a  clearing  agency  impose  a  higher 
reserve  requirement  for  bank  or  insur¬ 
ance  company  participants  than  the  re¬ 
quirements  imposed  by  their  respective 
regulatory  authorities?  The  Commission 
is  Inclined  to  the  view  that  clearing 
agencies  may  not  impose  participation 
standards  ccxifiicting  with  those  provided 
by  the  regulatory  structures  defining  the 
statutory  participant  categories  but 
rather  must  assure  clearing  agency 
financial  and  operational  integrity 
through  clearing  agency  procedures  and 
internal  safeguards. 

The  Commission  would  like  to  receive 
comment  on  any  adverse  impact  which 
the  Commission’s  proposed  approach 
might  have  on  the  safety  of  clearing 
agency  operations.  Recognizing  that  the 
statutory  participant  categories  include 
entities  subject  solely  to  state  regulation 
which  may  vary  from  state  to  state,  the 
Commission  would  like  to  receive  com¬ 
ment  also  on  the  possible  need  for  addi¬ 
tional  clearing  agency  standards  for  ad¬ 
mitting  participants  subject  solely  to 
state  regulation. 

Hie  statutory  categories  of  partici¬ 
pants  vary  widely  in  the  businesses  they 
conduct  and  the  regulations  to  which 
they  are  subject.  The  risk  of  loss  to  clear¬ 
ing  agencies  frmn  participant  defaults, 
however,  is  the  same  for  all  participants 
which  avail  themselves  of  similar  clear¬ 
ing  agency  services.  In  view  of  the  vagar¬ 
ies  to  which  a  creditor  clearing  agency 
would  be  subject  imder  the  variety  of 
specialized  liquidation  procedures  appli- 
c^le  to  the  entities  represented  In  the 
statutory  participant  categories,"  the 


>^The  concern  does  not  arise,  of  coiurse, 
with  respect  to  standards  imposed  by  clear¬ 
ing  agencies  addressing  matters  not  ad¬ 
dressed  by  the  regulatory  programs  and  re¬ 
quirements  defining  the  statutm’y  partici¬ 
pant  categories. 

"For  example,  liquidations  of  national 
banks  are  governed  by  the  National  Bank 
Act,  12  UJS.C.  Section  191  et  seq.;  Uquldaticms 
of  banks  insured  by  the  Federal  Deposit  In¬ 
surance  Corporation  are  governed  in  part  by 
the  Federal  D^>oeit  Insurance  Act,  12  T7B.C. 
Section  1811  et  seq.;  liquidations  at  state 
non-insured  banks  are  govwned  by  state  law; 
and  liquidations  of  brokers  and  dealers 
may  be  governed  by  ibe  Seciudtles  Inves¬ 
tor  Protection  Act  ot  1970,  18  UB.C.  TSaaa 
et  seq. 


c:k>mmlsslon  la  considering  requiring  that, 
with  the  excei^loii  of  registered  clearing 
agencies,  all  users  of  services  offered  by 
registered  clearing  agencies  be  required 
to  (kMnply  fully  with  the  clearing  agency 
financial  and  operational  safeguards — 
such  as  clearing  fimd  deposits  and  mark- 
to-the-maiket  procedures" — ^related  to 
the  services  used.  The  Cwnmission  invites 
ccHnment  on  the  effects  its  proposed  ap¬ 
proach  would  have  on  participation  in 
clearing  agencies  and  views  on  the  pos¬ 
sible  need  for  alternative  approaches  as 
well  as  suggestions  for  tlieir  implementa¬ 
tion.  In  particular,  the  Commission 
would  like  to  receive  comment  on 
whether  as  clearing  agency  participants 
banks  and  insmance  ccxnpanies  should 
be  subject  to  the  same  financial  and 
operational  requirements  as  brokers  and 
dealers  or  whether,  because  of  the  pecu¬ 
liarities  of  banking  and  insurance  and 
the  kinds  of  risks  to  which  banks  and 
insurance  companies  might  subject  a 
clearing  agency,  they  should  be  subject 
to  different  reqiiirements. 

Registered  clearing  agencies  are  re¬ 
quired  to  satisfy  the  Commission,  and  the 
appropriate  Federal  bank  regulatory 
agencies  in  the  case  of  clearing  agencies 
which  are  banks,  that  the  clearing  agen¬ 
cies’  systems  of  safeguards  are  adequate 
for  the  protection  of  investors.  Pursuant 
to  inspection  and  regulatory  programs 
currently  under  development,  clearing 
agencies  will  be  subject  to  a  variety  of 
examinations  and  rules  augmenting  the 
safeguards  reviewed  in  connection  with 
the  clearing  agencies’  registrations  and 
insuring  that  the  safeguards  continue  to 
be  effective.  Clearing  agencies  will  be 
permitted  to  take  only  such  risks  as  are 
necessary  to  facilitate  the  completion 
of  securities  transactions  and  will  be  re¬ 
quired  to  reduce  those  risks  through  the 
maintenance  of  insurance,  clearing 
funds  and  mark-to-the-market  proce¬ 
dures.  Moreover,  the  ability  of  clearing 
agencies  freely  to  participate  in  or  Inter¬ 
face  with  other  clearing  agencies  is 
essential  to  the  establishment  of  a  na¬ 
tional  system.  Accordingly,  the  Ccxnmis- 
sion  believes  that,  unlike  o^er  categories 
of  statutory  participants,  registered 
clearing  agencies  should  be  permitted  to 
participate  in  or  interface  with  other 
registered  clearing  agencies  without 
complying  with  all  of  the  host  clearing 
agencies’  conditions  for  participation 
and  without  paying  the  same  fees  as 
other  participants  for  services  necessary 
to  facilitate  participation  or  establish  in¬ 
terfaces. 

The  Commission  Invites  comment  (m 
what  1‘isks  participatiCHi  by  a  registered 
clearing  agency  would  represent  to  the 
host  clearing  agency  and  what,  if  any, 
conditions  for  particlpaticm  should  te 
cmnplied  with  by  participating  clearing 
agencies  in  order  to  minimize  any  such 
risks. 


M  Mark-to-the-msiket  procedxum  requlr* 
payment  to  a  clearing  Bystem  by  any  party 
to  a  trade  guaranteed  by  the  system  who 
becomes  a  potential  net  obligor  of  tlM  sya- 
because  the  market  price  of  the  seourl- 
tlss  Involved  In  the  trade  moves  away  from 
the  contract  price  for  ttie  trade. 


Fair  Representation 

Subparagaph  17A(b)  (3)  (C)  of  the 
Act  states  that  a  clearing  agency  shall 
not  be  registered  unless  the  Commission 
determines  that: 

[tihe  rules  of  the  clearing  agency  assure 
a  fair  representation  of  Its  shareholders  (or 
members)  and  participants  in  the  selection 
of  Its  directors  and  administration  of  Its 
affairs.  (The  Commission  may  determine  that 
the  representation  of  participants  Is  fair  If 
they  are  afforded  a  reasonable  c^portunity 
to  acquire  voting  stock  of  the  clearing 
agency,  directly  or  Indirectly,  In  reasonable 
proportion  to  their  use  of  such  clearing 
agency.) 

The  Act  does  not  define  fair  represen¬ 
tation  but  rather  reserves  to  the  Com¬ 
mission  the  authority  to  determine 
whether  the  rules  of  the  clearing  agency 
give  fair  voice  to  participants  as  well  as 
to  shareholders  or  members  in  the  selec¬ 
tion  of  directors  and  administration  of 
its  affairs."  While  the  Commission  does 
not  intend  to  preclude  the  operation  of 
clearing  agencies  for  profit,  the  Commis¬ 
sion  is  contemplating  requiring  that,  at  a 
minimum,  the  rules  of  the  clearing 
agency  permit  its  psuLicipants,  who  also 
may  be  members  or  shareholders,  to 
select,  directly  or  Indirectly,  the  clear¬ 
ing  agency’s  board  of  directors."  The 


“The  fair  representation  requirement  was 
adopted  verbatim  from  8.  249,  the  Senate 
version  of  the  Securities  Acts  Amendments 
of  1975  (the  “1976  Amendments”).  The  re¬ 
port  of  the  Senate  Ckmunlttee  on  Banking, 
Housing  and  Urban  Affairs  to  accompany  S. 
249  states: 

The  rules  of  the  clearing  agency  must  as¬ 
sure  fair  representation  of  its  shareholders 
(or  members)  and  participants  In  the  de¬ 
cision  making  process  of  the  clearing  agency 
•  •  •,  The  reference  to  shareholders  or  mem¬ 
bers  makes  It  clear  that  the  bill  establishes 
no  Dc»in  as  to  whether  clearing  agencies 
should  not  be  operated  for  pre^t.  The  bill 
mftkpm  no  attempt  to  set  up  particular  stand¬ 
ards  of  representation  or  participation  •  •  •. 

Securities  Acts  Amendments  of  1975,  Report 
of  the  Senate  Committee  on  Banking,  Hous¬ 
ing  and  Vrhan  Affairs  to  Accompany  5.  249, 
S.  Bep.  94-75,  94th  Cong.,  1st  Sess.  123-24. 
(1976). 

“The  Cmnmission  recognizes,  however, 
that  it  may  be  appix^rlate  tor  the  rules  of  a 
agency  to  provide  limited  repre¬ 
sentation  to  a  non-participant,  such  as  a 
national  seourlties  exchange  or  registered 
seeurltieo  aasoetation,  by  permitting  It  to 
name  a  director. 
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Commission  believes  that  through  select¬ 
ing  the  board  of  directors  participants 
will  be  able  to  Influence  the  policies  of 
the  clearing  agency,  particularly  those 
affecting  the  nature,  kind  and  quality  of 
services  offered,  and  to  insure  that  the 
management  of  the  clearing  agency  is 
responsive  to  participant  demands.  There 
are  a  number  of  procedures  for  afford¬ 
ing  clearing  agency  psu'ticipants  a  voice 
In  the  nomination  and  election  of  clear¬ 
ing  agency  directors  which  would  be  con¬ 
sistent  with  the  standards  the  Commis¬ 
sion  intends  to  apply  in  determining 
whether  a  clearing  agency’s  rules  comply 
with  the  fair  representation  require¬ 
ments  of  the  Act. 

One  method  of  providing  participation 
in  the  nominating  process  would  be  to 
solicit  nominations  from  all  participants 
and,  if  desired  to  insure  that  nominees 
have  a  sufficient  base  of  support,  to  re¬ 
quire  that  nominees  be  nominated  by  a 
minimum  percentage  or  number  of  par¬ 
ticipants.  Another  method  would  be  to 
use  a  nominating  committee  to  select 
candidates  for  flection  to  the  board  un¬ 
der  a  selection  process  designed  to  in¬ 
sure  selection  of  a  slate  of  candidates 
representative  of  the  clearing  agency’s 
participants.”  The  slate  of  candidates 
chosen  by  the  nominating  committee 
would  be  sent  to  all  participants  suffi¬ 
ciently  in  advance  of  the  shareholder’s 
meeting  to  allow  the  participants  an  op¬ 
portunity  to  nominate  additional  candi¬ 
dates." 

Direct  participation  in  the  election  of 
directors  could  be  achieved  through  the 
allocation  of  voting  stock  to  all  partici¬ 
pants  based  on  their  usage  of  the  clearing 
agency."  Under  that  approach,  however, 
it  would  be  necessary  to  allow  cumulative 
voting  in  order  to  provide  smaller  par¬ 
ticipants  some  representation  on  the 
board.  If,  under  the  governing  documents 
of  the  clearing  agency,  stockholders  who 
are  not  participants  are  entitled  to  vote 
for  the  election  of  directors,  the  partici¬ 
pants  could  be  given  the  ability  to  select 
a  slate  of  nominees  by  vote  and  the 
stockholders  could  be  required  by  agree¬ 
ment  to  vote  their  shares  for  nominees 
chosen  by  the  participants." 

By  referring  to  “a  reasonable  oppor¬ 
tunity  [by  participants]  to  acquire  voting 
stock  of  the  clearing  agency,  directly  or 
IndlrecUy,  in  reasonable  proportion  to 
their  use  of  such  clearing  agency”  the 


”  Tbo  nominating  committee  should  be 
composed  of,  or  selected  by,  the  clearing 
agency's  participants  or  representatives 
chosen  by  the  participants. 

**  These  nominees  presumably  would  be  re¬ 
quired  to  be  nominated  by  a  minimum  per¬ 
centage  or  number  of  participants. 

Except  Insofar  as  an  allocation  formula 
might  reflect  the  proportionate  share  of  the 
clearing  agency’s  revenues  derived  from  the 
fees  paid  by  participants  to  whom  stock  was 
allocated,  the  voting  stock  would  have  to  be 
available,  to  the  extent  permitted  by  state 
corporation  laws,  gratis  or  at  a  nominal  cost. 

*  Participant  voting  In  connection  with 
the  selectlOT  of  nominees  could  be  based  on 
the  participants’  use  of  the  clearing  agency. 


Act  aiHiears  to  ccmtemplate  basing  fair 
representation  on  usage  of  the  clearing 
agency.  The  Commission  would  like  to 
receive  comment,  however,  on  whether 
additional  factors  should  be  considered 
in  determining  the  fairness  of  partici¬ 
pant  representation  in  a  clearing 
agency’s  affairs. 

So  that  the  participants  will  have  suf¬ 
ficient  information  concerning  the  clear¬ 
ing  agencies’  affairs  to  participate  mean¬ 
ingfully  in  their  administration,  the 
Commission  proposes  to  require  clearing 
agencies  to  furnish  participants  with  an¬ 
nual  and  quarterly  financial  statements,” 
examination  reports  on  the  clearing 
agencies’  systems  of  internal  accounting 
control."  and  explanations  of  proposed 
dues,  fees  or  charges."  In  addition,  the 
Commission  believes  participants  must 
receive  notice  of.  and  an  opportunity  to 
comment  on.  proposed  rule  changes  af¬ 
fecting  participants’  rights  or  obligations 
prior  to  submission  of  the  rule  changes 
to  the  Commission.  The  Commission  be¬ 
lieves  the  notices  should  contain  at  least 
the  text  and  purpose  of  the  proposed  rule 
change  and  a  request  for  comments  and 
should  allow  participants  a  reasonable 
period  to  review  the  proposed  rule  change 
and  submit  comments." 

Paragraphs  6(b)  (3)  and  15A(b)  (4)  of 
the  Act  in  pertinent  part  provide  that 
one  or  more  directors  of  national  se¬ 
curities  exchanges  and  registered  securi¬ 
ties  associations  “shall  be  representative 
of  issuers  and  investors  and  not  be  as¬ 
sociated  with  a  member  of  the  [ex¬ 
change  or  association],  broker  or  dealer 
*  *  •  .”  Although  subparagraph  17A 
(b)(3)(C)  of  the  Act  does  not  contain 
a  'Similar  provision,  the  Ccwnmission 
would  like  to  receive  comment  on 
whether  it  would  be  in  the  public  inter¬ 
est  for  the  CMnmission  to  require  that 
clearing  agencies  have  one  or  more  di¬ 
rectors  who  would  be  representative  of 
issuers  and  investors  and  would  not  be 
associated  with  any  participant  or  self- 
regulatory  organization. 

Capacity  To  Enforce  Rules,  Discipli¬ 
nary  Actions  and  Fair  Procedures 

Subparagraph  17A(b)  (3)  (A)  of  the 
Act  in  pertinent  part  provides  that  a 
clearing  agency  shall  not  be  registered 
unless  the  Ccwnmission  determines  that: 

The  clearing  agency  is  so  organized  and 
has  the  capMity  •  •  •  to  enforce  (subject 
to  any  rule  or  order  of  the  Commission  pur¬ 
suant  to  section  17(d)  or  19(g)(2)  of  this 
title)  compliance  by  its  participants  with 
the  rules  of  the  clearing  agency. 


“  See  p.  40  infra. 

**  See  p.  43  infra. 

■  See  p.  56  infra. 

“Copies  of  participants’  comments  would 
be  required  to  be  submitted  to  the  Commis¬ 
sion  as  part  of  clearing  agency  rule  submis¬ 
sions  pursuant  to  17  CPR  240.19b-4,  which, 
among  other  things,  provides  procedures  for 
self -regulatory  organizations  to  file  proposed 
rule  changes. 

More  speclflclty  will  be  required  regarding 
changes  in  dues,  fees  or  charges  for  services 
rendered  to  participants.  See  p.  55  infra. 


The  C(xnmissi(Hi  has  not  exercised  its 
authority  under  paragraph  17(d)(1)’* 
of  the  Act  to  allocate  to  other  self -regu¬ 
latory  organizations"  the  self-regula- 
tory  responsibilities  of  registered  clear¬ 
ing  agencies,  ncM*  has  the  Cfxnmission 
exercised  any  authority  contained  in 
paragraph  19(g)  (2)  *  of  the  Act  to  re¬ 
lieve  registered  clearing  agencies  of  their 
responsibility  to  enforce  compliance 
with  their  rules.  Accordingly,  the  Com¬ 
mission  currently  is  not  prepared  to  reg¬ 
ister  clearing  agencies  imless  they  have 
the  organization  and  capacity  to  deter¬ 
mine  whether  their  rules  are  being  com¬ 
plied  with  and,  if  they  are  not  being 
complied  with,  to  provide  for  appn^ri- 
ate  disciplining  of  non -complying  par¬ 
ticipants. 

“Paragraph  17(d)(1)  of  the  Act,  In  perti¬ 
nent  part,  provides: 

(d)(1)  The  Commission,  by  rule  or  order, 
as  It  deems  necessary  or  appropriate  In  the 
public  Interest  and  for  the  protection  of 
Investors,  to  foster  cooperation  and  coordina¬ 
tion  among  self-regulatory  organizations,  or 
to  remove  impediments  to  and  foster  the 
development  of  a  national  market  system 
and  national  system  for  the  clearance  and 
settlement  of  securities  transactions,  may — 

(A)  With  respect  to  any  person  who  la  a 
member  of  or  participant  in  more  than  one 
self-regulatory  organization,  relieve  any  such 
self-regulatory  organization  of  any  responsi¬ 
bility  under  this  title  (1)  to  receive  regula¬ 
tory  reports  from  such  person,  (U)  to  exam¬ 
ine  such  person  for  compliance,  or  to  en¬ 
force  compliance  by  such  person,  with  speci¬ 
fied  provisions  of  this  title,  the  rules  and 
regulations  thereunder,  and  Ita  own  niles, 
or  (111)  to  carry  out  other  speclfled  regula¬ 
tory  functions  with  respect  to  such  person, 
and 

(B)  allocate  among  self-regulatory  orga¬ 
nizations  the  authority  to  adopt  rules  with 
respect  to  matters  as  to  which.  In  the  ab¬ 
sence  of  such  allocation,  such  self -regula¬ 
tory  organizations  share  authoritv  under  this 
title. 

In  making  any  such  rule  or  entering  any 
such  order,  the  Commission  shall  take  Into 
consideration  the  regulatory  capabilities  and 
procedures  of  the  self-regulatory  organiza¬ 
tions,  availability  of  staff,  convenience  of 
location,  unnecessary  regulatory  duplication, 
and  such  other  factors  as  the  Commission 
may  consider  germane  to  the  protection  of 
investors,  cooperation  and  coordination 
among  self -regulatory  organizations,  and  the 
development  of  a  national  market  system 
and  a  national  system  for  the  clearance  and 
settlement  of  securities  transactions.  .  .  . 

On  October  28,  1976,  the  Commission 
adopted  17  CFR  240.17d-2  imdw  the  Act 
(Securities  Exchange  Act  Release  No.  12936). 
41  FR  49091  (November  8,  1976),  to  enable 
seif-regulatory  organizations  to  file  with  the 
Commission,  and  the  CcMnmlssion  to  declare 
effective,  plans  allocating  self-regulatory  re¬ 
sponsibilities  among  self-regulatory  orga¬ 
nizations.  A  niunber  of  plans  have  been 
Hied  by  self -regulatory  organizations  (other 
than  registered  clearing  agencies),  but  to 
date  no  plans  have  been  declared  effective 
by  the  Commission. 

“As  used  in  paragraph  3(a)  (26)  of  the 
Act  the  term  "self-regulatory  organization" 
includes  national  securities  exchanges,  regis¬ 
tered  securities  associations,  registered  clear¬ 
ing  agencies  and.  for  certain  purposes  not 
pertinent  to  clearing  agency  regulation,  the  > 
Municipal  Securities  Rulemaking  Board. 
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In  reviewing  the  organization  and  ca-  • 
pacity  of  clearing  agencies,  the  Commis¬ 
sion  Intends  to  evaluate  (U  their  pro¬ 
cedures  for  determining  whether  a  par¬ 
ticipant  Is  experiencing  financial  or 
operational  difficulties,  (11)  their  ar¬ 
rangements  for  exchanging  Information 
with  other  self -regulatory  organizations 
and  (111)  the  training  and  experience  of 
the  staff  engaged  In  carrying  out  self- 
regulatory  responsibilities.  In  awJroprl- 
ate  circumstances  and  In  accmdance 
with  17  CFR  240.17d-2  under  the  Act" 
the  Ccxnmlsslon  is  prepared  to  use  its 
authority  to  relieve  registered  clearing 
agencies  of  certain  of  their  self -regula¬ 
tory  responsibilities  and  to  permit  their 
allocation  to  other  self -regulatory  orga¬ 
nizations  of  which  clearing  agency  par¬ 
ticipants  are  members.  Itiere  are  other 
self-regulatory  responsibilities,  however, 
such  as  the  furnishing  of  reports  to  other 
self-regulatory  organizations  and  the 
disciplining  of  participants,  vdilch  the 
Commission  believes  ^ould  be  carried 
out  by  registered  clearing  agencies.  The 
Commission  would  like  to  receive  c<mi- 
ment  on  the  circumstances  imder  which 
clearing  agencies  should  be  reeved  of 
their  self -regulatory  responsibilities,  the 
responsibilities  of  which  clearing  agen¬ 
cies  should  be  relieved  and  the  respcmsl- 
billUes  which  clearing  agencies  should 
retain. 

The  requirement  of  subparagrai^  17A 
(b)  (3)  (A)  ctmcemlng  enforcement  of 
c(»npllance  with  clearing  agency  rules  Is 
complemented  by  subparagraphs  17A(b) 
(3)  (O)  and  (H) ,  which  require  the  rules 
of  a  clearing  agency  to  provide  that  Its 
participants  shall  be  appropriately  dis¬ 
ciplined  for  violating  the  clearing 
agency’s  rules  and  to  provide  fair  pro¬ 
cedures  tor  the  (Usclidlnlng  of  partici¬ 
pants,  the  denial  of  participation  In  the 
clearing  agmcy  to  any  person,  the  prohi¬ 
bition  or  limitation  of  access  to  the  clear¬ 
ing  ag^cy’s  services  and  summary  sus¬ 
pensions." 

The  Act  contemplates  that  a  clearing 
agency  may  ’’approprtat^y’*  discipline 

Subsection  19(g)  of  the  Act  In  pertinent 
part  provides: 

(g)(1)  Every  self -regulatory  organization 
shall  comply  with  the  provisions  of  this 
title,  the  rules  and  regulations  thereunder, 
and  Its  own  rules,  and  (subject  to  the  pro¬ 
visions  of  Section  17(d)  of  this  Utle,  para¬ 
graph  (2)  of  this  subsection,  and  the  rules 
th««under)  absent  reasonable  Justlflcatlon 
or  excuse  enftwce  compliance — 

•  •  •  •  • 

(C)  In  the  case  of  a  registered  clearing 
agency,  with  its  own  rules  by  its  participants. 

(2)  The  Commission,  by  rule,  consistent 
with  the  public  Interest,  the  protection  of 
Investors,  and  the  other  purposes  of  this 
title,  may  relieve  any  self -regulatory  orga¬ 
nization  of  any  responsibility  under  this 
title  to  enforce  compliance  with  any  ^>eci- 
fied  provision  of  this  title  or  the  rules  or 
regulations  thereunder  by  any  member  of 
such  organization  or  person  associated  wiUi 
such  a  member,  or  any  class  of  such  mem¬ 
bers  or  persons  associated  with  a  member. 

^  Subparagraph  17A(b)  (5)  (C)  sets  forth 
the  specific  circumstances  under  which  a 
clearing  agency  may  summarily  suspend  a 
participant  and  the  minimum  procedural  re¬ 
quirements  which  must  be  obsen-ed  in  effect¬ 
ing  a  summary  suspension. 


ltd  partic^Mnts  through  any  one,  or  com¬ 
bination,  of  ‘^expulsion,  suspenslan,  lim¬ 
itation  of  actlvltleB,  functions  and  <Hwr- 
atlons,  fines,  coisure,  or  any  other  fitting 
sanction.”"  The  Commission  brieves  a 
clearing  agency  ^ould  have  avallaUe 
and  should  employ  an  array  of  sanctions 
appropriate  to  the  range  of  violations 
which  the  clearing  agency  may  expect  to 
encounter.  Also,  the  clearing  agoicy’s 
rules  should  establish  the  agency’s  au¬ 
thority  to  interpret  Its  rules  and  to  make 
Initial  findings  that  rule  vlolatl(xis  have 
occurred  and  otherwise  should  describe 
the  manner  In  which  disciplinary  au¬ 
thority  Is  to  be  exercised. 

The  Commission  beeves  that  the  fair 
procedures  requirements  of  subparagrai^ 
17A(b)(3)(H)  of  the  Act  mandate,  at 
a  minimum,  that  a  clearing  agency  have 
rules  containing  the  substance  and  com¬ 
plying  with  tile  spirit  of  paragraiA  17A 
(b)(S)  of  the  Act,  which  outlines  the 
procedures  to  be  followed  by  a  clearing 
agency  In  disciplining  its  participants." 


■Sabparagn^b  17A(b)  (9)  (O)  of  the  Act. 

■■Under  aubparagnph  17A(b)  (6)  (A)  of 
the  Act,  If  a  registered  clearing  agency  Insti- 
tutee  proceedings  to  determine  whether  a 
participant  Should  be  disciplined,  other  than 
a  summary  proceeding  pursuant  to  subpara- 
gnq>h  17A(b)  (6)  (C)  of  the  Act,  the  clearing 
agency  must  set  forth  specific  charges,  no¬ 
tify  the  participant  of  the  charges,  give  him 
an  opportunity  to  defend  against  the  chargee, 
and  keep  a  record.  A  determination  by  the 
clearing  agency  to  impose  a  disciplinary  sanc¬ 
tion  must  be  supported  by  a  statement  set¬ 
ting  forth 

1.  Any  act  or  practice  In  which  the  partici¬ 
pant  has  been  found  to  have  engaged,  or 
which  me  parttc4>ant  has  been  found  to  have 
omitted  to  perfosmf 

2.  The  speelfle  provisions  of  the  rules  at 
the  clearing  agency  which  are  deemed  to 
have  been  violated  by  the  act  or  practice,  or 
omlssioii  to  act;  and 

3.  The  sanction  Imposed  and  the  reason  for 
the  sanction. 

Under  subparagraph  17A(t>)  (C)  (B)  of  the 
Act,  in  iHXioeedlngs  by  a  registered  clearing 
agency  to  determine  whether  a  person  should 
be  denied  pcui^iclpatlon  or  prohibited  or 
limited  with  respect  to  access  to  services  at- 
fered  by  the  deerlng  agency,  the  cleculng 
agency  is  required  to  notify  the  person  of  the 
specific  grounds  for  the  denial,  prohibition, 
or  limitation  under  consideration,  to  give  the 
peraon  with  respect  to  whom  the  proceedings 
are  instituted  an  opportunity  to  be  beard 
and  to  keep  a  record  of  the  proceedings.  A 
determination  by  the  clearing  agency  to  deny 
participation  or  prohibit  or  limit  a  person 
with  reflect  to  access  to  services  offered  by 
the  clearing  agency  must  be  supported  by  a 
statement  setting  forth  the  specific  grounds 
on  which  the  denial  or  prohibition  or  limi¬ 
tation  is  based. 

Under  subparagraph  17A(b)  (5)  (C),  a  reg¬ 
istered  clearing  agency  may  summarily  sus¬ 
pend  and  close  the  accounts  of  a  participant 
who  (1)  has  been  and  Is  expelled  or  sus¬ 
pended  from  any  self -regulatory  organiza¬ 
tion,  (2 )  is  in  default  of  any  delivery  of  f iinds 
or  securities  to  the  electing  agency,  or  (3) 
is  in  such  financial  or  operating  dlfflcxilty 
that  the  clearing  agency  determines  and  so 
notifies  the  appropriate  regulatory  agency 
tar  such  participant  that  the  Buq>ension  and 
closing  of  accounts  are  necessary  for  the  pro¬ 
tection  of  the  clearing  agency,  its  partici¬ 
pants,  creditors  or  investors. 

A  participant  summarily  su^ended  must 
promptly  be  afforded  an  opportunity  for  a 


In  addition,  tiie  Commission  Is  inclined 
to  require  that  eleaiingr  agencies  have  re¬ 
view  procedures  tor  parUcli>ents  ag- 
grlved  by  clecuing  agency  acts  or  failures 
to  act  which,  while  not  falling  Into  one 
of  the  categories  contemx)lated  by  para¬ 
graph  17A(b)  (5)  of  the  Act,  nevertheless 
have  the  effect  of  permitting  “unfair 
discrimination  among  participants  in  the 
use  of  a  clearing  agency’s  services’’. 
The  Commission  would  like  to  receive 
comment  on  the  need  for  such  procedures 
and  on  the  manner  In  which  they  should 
be  structured. 

SArEGUARhING  OF  SECURITIES  AND  PUNDS 

In  determining  whether  to  register  a 
clearing  agency,  the  Commission  must 
consider  whether 

(the)  elesrliig  agency  la  so  organized  and  has 
the  capacity  to  ba  able  to  facUltate  the 
prompt  and  accurate  clearance  and  settle¬ 
ment  or  securities  transactions  for  which  it 
is  responsible,  (and]  to  safeguard  securities 
and  funds  In  Its  custody  or  control  or  for 
vdilch  It  to  responsible  •  •  •.» 

and  whether 

(t)he  rules  of  the  clecuing  agency  are  de¬ 
signed  *  *  *  to  promote  the  prompt  and  ac¬ 
curate  clearance  and  settlement  of  securities 
transactions  (and]  to  assure  the  safeguard¬ 
ing  of  securities  and  funds  which  are  in  the 
custody  or  control  of  clearing  agency  or 
for  which  It  Is  responsible  •  •  •» 

As  used  In  this  discussion,  the  term 
“safeguards”  comprises  (i)  the  organiza¬ 
tion  and  capacity  to  safeguard  funds  and 
securities  and  clear  and  settle  transac¬ 
tions  promptly  and  accurately  and  (ii) 
the  rules  designed  to  achieve  those  ob¬ 
jectives;  moreover,  because  significant 
segments  of  securities  clearance  and  set¬ 
tlement  are  carried  out  and  controlled 
through  automatic  data  processing 
(“ADP”),  the  term  “saf^mrds”  also 
cfHnprlses  the  critical  clearing  agency 
management  function  of  ensuring  the 
Integrity  of  ADP  operations. 

The  commission  believes  that  clearing 
ag«icy  safeguards  should  anticipate  and 


hearing  by  the  clearing  agency  in  accordance 
with  the  prooedtuee  for  dlficlplinary  actions 
outlined  above.  The  summary  suspension 
may  be  stayed  by  the  appropriate  regulatory- 
agency  for  the  participant  upon  its  own  mo¬ 
tion  or  upon  application  by  any  person  ag¬ 
grieved  thereby,  if  such  appropriate  regula¬ 
tory  iwency  determines.  s\munarlly  or  after 
notice  and  opportimity  for  hearing,  that  such 
stay  Is  consistent  with  the  public  Interest 
and  the  protection  of  investors.  The  hearing 
may  consist  solely  of  the  submission  of  affi¬ 
davits  or  the  presentation  of  oral  arguments. 

In  connection  with  the  impoeition  of  final 
disciplinary  aanctiona.  denials  of  participa¬ 
tion,  pr<Aibition  or  limitation  with  respect  to 
access,  and  summary  stispensions  by  reg¬ 
istered  clearing  agencies,  the  Act  requires  a 
registered  clearing  agency  to  give  notice  of 
the  action  to  the  (q>proprlate  regulatory 
agency  for  the  clearing  agency  and  the  ap¬ 
propriate  regulatory  agency  for  ttie  parttel- 
pant  and  provides  for  review  of  the  action 
by  the  appropriate  regulatory  agency  far  the 
partldpant,  applicant,  or  other  person 
against  whom  the  atetkm  was  taken.  See  sub- 
eectlons  19  (d).  («)  and  (f)  of  the  Act.  See 
also  n.  11  Bcqira. 

■■Subparagraph  17A(b)(3)(P)  of  the  Act. 

■■  Subparagraph  17A(b)  (3)  (A)  of  the  Act. 

■■Subparagraph  17A(b)  (3)  (F)  of  the  Act. 
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be  designed  to  protect  against  the  possl* 
blllty  of  theft,  accidental  or  malicious 
de6tructl<m  or  loss  of  securities  or  fimds, 
and  accidental  or  Intentional,  but  un¬ 
authorized,  modification,  disclosure  or 
destruction  of  data  as  a  result  of  errors 
and  omissions,  dishonest  or  disgruntled 
employees,  fire  or  water  damage  or  other 
threats,  such  as  malicious  acts  com¬ 
mitted  by  strangers." 

Although  the  Commission  has  previ¬ 
ously  evaluated  clearing  agency  safe¬ 
guards  in  connection  with  the  18- 
month  registrations  of  clearing  agencies 
granted  pursuant  to  subsection  (c)  of 
17  CFR  240.17Ab2-l,*  the  increasing  in¬ 
terdependence  of  the  components  of  the 
national  system  requires  that  the  Com¬ 
mission  reexamine  those  determinations 
during  its  current  registration  proceed¬ 
ings.  The  ensuing  discussion  describes 
tlie  standards  which  the  Commission 
proposes  to  apply  during  its  review  of 
clearing  agency  safeguards.  The  Com¬ 
mission  seeks  comment  on  the  appropri¬ 
ateness  of  the  proposed  standards  in 
achieving  their  intended  goals  and  on 
any  burdens  or  expense  the  proposed 
standards  may  occasion. 

Organization.  The  Commission  be¬ 
lieves  that  clearing  agencies  should  be 
organized  in  a  manner  refiecting  the  im¬ 
portance  of  operational  controls  and 
consistent  with  evolving  concepts  of  di¬ 
rector  control  and  evaluation  of  audit 
engagements.  The  framework  for  ongo¬ 
ing  and  independent  review  of  opera¬ 
tional  and  audit  actions  could  be  pro¬ 
vided  by  the  establishment  of  an  op- 
repwrting  to  the  operations  committee, 
erations  committee  and  an  audit  com¬ 
mittee  of  the  board  of  directors,  com¬ 
posed  in  each  case  of  independent 
directors,**  and  supported  by  two  staff 
departments — a  security  department, 
reporting  to  the  operations  committee, 
and  an  internal  audit  department,  re¬ 
porting  to  the  audit  committee. 

The  Commission  considers  the  evalua¬ 
tion  of  periodic  risk  assessments  of  the 
clearing  agency’s  ADP  facilities*^  to  be 

»*  See  e.g.  Courtney,  “A  Systematic  Ap¬ 
proach  to  Data  Security,”  National  Bureau  of 
Standards  Special  Publication  404,  Ap¬ 
proaches  to  Privacy  and  Security  In  Com¬ 
puter  Systems  29  (September  1974)  (avail¬ 
able  from  Sup.  of  Doc.  Government  Printing 
Office.  Washington,  D.C.  20402,  SD  Cat.  No. 
C13.10;404  ($1.45).) 

See  discussion  supra. 

>*The  Commission  is  Inclined  to  the  view 
that  a  director  is  independent  for  the  pur¬ 
pose  of  serving  on  a  clearing  agency  opera¬ 
tions  committee  or  audit  committee  if  the 
director  is  not  associated  with  the  clearing 
agency,  any  self-regulatory  organization  af¬ 
filiated  with  the  clearing  agency  or  any  en¬ 
tity  which  furnishes  services  to  the  clearing 
agency  and  is  free  from  any  other  relation¬ 
ship  that,  in  the  opinion  of  the  clearing 
agency's  board  of  directors,  would  interfere 
with  the  director’s  exercise  of  Independent 
judgment. 

«  See.  e.g.,  S.  Reed  Automatic  Data  proc- 
e.sslng  Risk  Assessment  (Interim  Document — 
March  1977)  (prepared  by  the  Systems 
Architecture  Sectlcxi.  Systems  and  Software 
Division.  Institute  for  Computer  Sciences 
and  Technology,  National  Bureau  of  Stand- 


both  a  re^xuislbility  which  properly 
should  be  lodged  with  the  operatlcms 
cranmittee  with  the  Information  neces¬ 
sary  to  evaluate  ctmtinuously  the  clear¬ 
ing  agency’s  ADP  safeguards.**  The 
Commission  envisions  also  continuous 
operations  committee  monitoring  of  the 
adequacy  of  the  clearing  agency’s  oper¬ 
ating  capacity  and  committee  evaluation 
of  staff-prei>ared  studies  of  the  impact 
that  new  or  expanded  services  would 
have  on  the  clearing  agency’s  capacity.** 
ITie  Commission  anticipates  that  the 
committee  would  be  supported  by  an  ap¬ 
propriately  and  competently  staffed  se¬ 
curity  department  supervising  the  estab¬ 
lishment,  maintenance  and  update  of 
safeguards  and  reporting  periodically  to 
the  operations  committee. 

The  Commission  expects  that  the 
clearing  agency’s  audit  committee 
would  select  the  agency’s  independent 
public  accountant  and  would  meet  with 
it  before  and  after  any  examination  it 
performed.  The  Commission  anticipates 
that  the  clearing  agency's  internal  audit 
department  would  be  adequately  staffed 
with  qualified  personnel,**  would  main- 

ards,  Washington,  D.C.  20234,  available  from 
the  National  Technical  Information  Service 
(NTIS),  Springfield,  Virginia  22151  ($4.00)); 
R.  Courtney,  Security  Risk  Assessment  In 
Electronic  Data  Processing  Systems  (Revised 
ed.  December  1975)  (available  from  IBM 
Corporation.  P.O.  Box  390,  Poughkeepsie, 
N.Y.  12602),  reprinted  in  Committee  on  Gov¬ 
ernment  Operatioirs,  United  States  Senate, 
Problems  Associated  with  Computer  Tech¬ 
nology  in  Federal  Programs  and  Private  In¬ 
dustry  181  (June  1976). 

“■'The  need  for  continuous  evaluation  by 
the  operations  committee  exists  whether  a 
clearing  agency’s  ADP  services  are  provided 
by  an  independent  contractor  or  are  carried 
out  by  the  clearing  agency  itself. 

*  See  discussion  of  capacity  infra. 

*0  The  Commission  has  urged  the  formation 
of  audit  committees,  composed  of  outside 
directors,  to  participate  in  arranging  corpo¬ 
rate  audits.  Accounting  Series  Release  No. 
19  (Dec.  5,  1940).  In  1972,  the  Commission 
specifically  endorsed  the  establishment  by  all 
publicly-held  companies  of  audit  committees 
composed  of  outside  directors.  Securities  Ex¬ 
change  Act  Release  No.  9548  (Mar.  23,  1972), 
37  FR  6850  (Apr.  5.  1972).  In  1974,  the  Com¬ 
mission  reiterated  its  support  of'audit  com¬ 
mittees  by  amending  its  rules  to  require  dis¬ 
closure  in  proxy  statements  of  the  existence 
or  absence  of  audit  committees.  Securities 
Exchange  Act  Release  No.  11147  (Dec.  20. 
1974),  40  FR  1012  (Jan.  6.  $976).  The  Com¬ 
mission  recently  supported  this  concept  in 
its  “Report  to  the  President  on  Regulatory 
Reform  (October  6.  1976).  ' 

On  January  6,  1977,  the  Board  of  Directors 
of  the  New  York  Stock  Exchange,  Inc.  (the 
“NYSE”)  adopted  Rule  2495H,  “Audit  Com¬ 
mittee  Policy"  requiring  issuers  of  securities 
to  establish  no  later  than  June  30,  1978,  and 
thereafter  maintain  an  audit  committee 
composed  of  outside  directors  as  a  condition 
to  listing  and  continued  Istlng  of  the  issuers’ 
securities  on  the  Exchange.  Recently,  the 
Commission  wrote  the  other  registered  na¬ 
tional  securities  exchanges  suggesting  that 
they  adopt  rules  comparable  to  NYSE  Rule 
2496H. 

“  The  ADP  environment  of  a  clearing 
agency  dictates  that  an  Internal  audit  de¬ 
partment's  staff  possess  sufficient  technical 
training,  proficiency  In  accounting  and 
auditing,  and  expertise  in  ADP  application 
of  accounting  and  auditing  to  perform  inter- 


tain  Independence  and  objectivity  in  the 
performance  of  its  duties  and  periodi¬ 
cally  would  report  directly  to  the  audit 
committee.  The  Commission  believes  an 
internal  audit  department’s  effectiveness 
would  depend  on  its  ability  to  ac^  as  a 
separate  level  of  control,  participating 
both  in  development  of  the  clearing 
agency’s  system  of  internal  accounting 
control  and,  thereafter,  in  evaluations  of 
the  system  in  operation. 

The  Commission  is  inclined  to  require 
that  clearing  agencies  have  operations 
and  audit  committees,  each  of  which 
would  (i)  consist  of,  at  a  minimum,  the 
greater  of  three  direetdrs  or  25  piercent  of 
the  members  of  the  clearing  agency’s 
board;  (ii)  be  composed  of  independent 
directors;  (iii)  have  a  membership  quali¬ 
fied  to  make  the  operational  or  internal 
accounting  control  and  audit  evaluations 
required  of  the  committee;  and  (iv)  have 
members  who  could  devote  sufficient 
time  to  the  work  of  the  committee  to  dis¬ 
charge  effectively  the  committee’s  re¬ 
sponsibilities.**  TTie  Commission  would 
like  to  receive  comment  on  the  need  for, 
and  desirable  characteristics  of,  opera¬ 
tions  and  audit  committees  for  clearing 
agencies. 

Processing  Capacity.  The  Commission 
is  aware  that  a  clearing  agency  has  a 
finite  processing  capacity  which  is  lim¬ 
ited  by  the  capacity  of  the  clearing 
agency’s  hardware  and  software  and  by 
its  level  of  staffing.  The  Commission  is 
aware  also  that  the  overall  effectiveness, 
including  the  efficiency  and  accuracy,  of 
a  clearing  agency’s  operations  decreases 
in  periods  of  peak  demand  when  process¬ 
ing  volume  approaches  the  limits  of  a 
clearing  agency’s  capacity.  The  Commis¬ 
sion  believes  clearing  agencies  should 
continuously  review  their  capacity  to 
process  existing  and  projected  volumes 
through  periodic  impact  studies  detail¬ 
ing  the  clearing  agency’s  capacity  \m- 
der  normal  and  progressively  increasing 
transaction  volumes.  Close  monitoring  of 
processing  capacity  appears  to  the  Com¬ 
mission  to  be  particularly  important  in 
connection  with  developments  in  the  es¬ 
tablishment  of  a  national  clearing  and 
settlement  system,  which  are  likely  to 
increase  the  volume  of  transactions 
processed  by  the  national  system’s  com¬ 
ponent  entities  and  may  have  the  effect 
of  rerouting  existing  clearing  and  settle¬ 
ment  volumes.  Accordingly,  the  Commis¬ 
sion  proposes  to  require  registered  clear¬ 
ing  agencies  to  make  periodic  assess¬ 
ments  of  their  processing  capacity. 

Financial  Reports.  The  Commission 
believes  that  a  clearing  agency  should 

nal  audit  functions  competenUy.  See  eg.. 
Institute  of  Internai  Auditors,  Inc.  (the 
“HA”)  research  project  report.  Systems 
Auditability  and  Control  (April,  1977),  which 
discusses  the  growing  significance  of  ADP 
operations  to  the  Internal  audit  fiuiction: 
the  report  is  contained  In  3  volumes — Execu¬ 
tive  Report,  Data  Processing  Control  Prac¬ 
tices  Report  and  Data  Processing  Audit  Prac¬ 
tices  Report — (available  from  William  E. 
Perry,  Director  of  EDP  and  Research,  HA, 
Altamonte  Springs.  Florida  32701,  ($30)). 

<*The  Commission  recognizes  that  one  or 
mmo  clearing  agency  directors  might  serve 
on  both  the  clearing  agency's  operations  and 
audit  committees. 
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have  available,  within  60  days  following 
the  close  of  the  clearing  agency’s  fiscal 
year,  audited  annual  financial  state¬ 
ments  which  would  disclose  clearing  sys¬ 
tem  balances  and  positions,  would  be  un¬ 
consolidated,  would  be  prepared  in  ac¬ 
cordance  with  generally  accepted  ac¬ 
counting  principles,  would  be  covered  by 
the  report  of  its  Independent  public  ac¬ 
countant,  and,  in  addition  to  the  basic 
financial  statements,  would  contain  the 
following  additional  financial  data: 

A  statement  of  changes  In  the  balance  and 
composition  of  the  clearing  agency's  clearing 
or  participants’  fund,  presented  tn  a  fashion 
similar  to  that  commonly  used  to  present 
changes  In  equity; 

A  footnote  describing  any  use  made  of  the 
balance  In  the  clearing  or  participant’s  fund 
during  the  year;  *• 

A  schedule,  covered  by  the  same  report  of 
the  independent  public  accountant  as  the 
basic  financial  statements,  setting  forth  rev¬ 
enues  by  significant  fee  sources  and  the  di¬ 
rect  and  Indirect  expenses  related  to  each 
fee  source;  and 

A  footnote  describing  Indirect  expenses 
and  methods  used  in  allocating  Indirect  ex¬ 
penses  to  significant  fee  soiirces.  The  annual 
report  should  be  accompanied  by  a  man¬ 
agement’s  discussion  and  analysis  of  signifi¬ 
cant  financial  and  operating  developments 
during  the  period  covered  by  the  repwt. 

In  addition,  the  Commission  is  inclined 
to  require  clearing  agencies  to  have 
available  unaudited  quarterly  financial 
statements  within  30  days  following  the 
close  of  each  fiscal  quarter,  prepared  in 
accordance  with  generally  accepted  ac¬ 
counting  principles  and  subject  to  a  lim¬ 
ited  review  “  conducted  in  accordance 
with  generally  accepted  auditing  stand¬ 
ards  by  its  Independent  public  account¬ 
ant  who  would  state  the  basis  of  the 
limited  review  *  The  quarterly  financial 
statements  would  consist  of:  (1)  A  state¬ 
ment  of  financial  position  as  of  the  end 
of  the  most  recent  fiscal  quarter  and  as 
of  the  end  of  the  corresponding  period 
of  the  preceding  fiscal  year;  (11)  a  state¬ 
ment  of  changes  in  financisil  position  for 
the  period  between  the  end  of  the  last 
fiscal  year  and  the  end  of  the  most  re¬ 
cent  fiscal  quarter  and  for  the  corre¬ 
sponding  period  of  the  preceding  fiscal 
year;  and  (lii)  a  condensed  stat^ent  of 
results  of  operations  for  the  most  recent 
fiscal  quarter  and  for  the  period  between 
the  end  of  the  last  fiscal  3^ar  and  the 
end  of  the  most  recent  fiscal  quarter, 
and  for  corresponding  periods  of  the 
preceding  fiscal  year.  The  quarterly 
statements  would  be  accompanied  by  a 
management’s  discussion  and  analysis  of 
significant  financial  and  operating  de- 
vdopments  during  the  period  reported 
on. 

^  Se«  discuKlon  Infra  of  limitations  on  the 
use  wtil(^  clearing  agenciea  may  malce  of 
monlee  deposited  In  Clearing  funds. 

^AICPA  Statement  on  Auditing  Stand¬ 
ards  No.  10  Limited  Review  of  Interim  n- 
nanclal  Information  (December  1976) 
(AICPA  Professional  Standards,  vol.  1,  AU 
section  720) ,  extent  of  procedures. 

oAICPA  Statement  on  Auditing  Stand¬ 
ards  No.  IS  Reports  on  a  limited  Review 
of  Interim  Financial  Information  (May  1970) 
(AICPA  Profeesional  Standards,  vol.  1,  AU 
section  619),  form  of  report. 


In  the  opinion  of  the  Commission  the 
preparation  and  availability  of  annual 
and  quarterly  financial  statements  is 
fundamental  to  the  ability  of  a  clearing 
agency’s  management  and  board  of  di¬ 
rectors  to  remain  apprised  of  the  clear¬ 
ing  agency’s  financial  condition  and  the 
adequacy  and  accuracy  of  its  records. 
The  Commission  believes  also  that  the 
availability  of  financial  statements  would 
assist  the  Commission  and  other  appro¬ 
priate  regulatory  agencies  in  the  dis¬ 
charge  of  their  regulatory  resp>onsibil- 
Ities.  Lastly,  the  Commission  believes 
that  the  financial  statements  prepared  by 
clearing  agencies  should  promptly  be 
made  available  to  the  clearing  agencies’ 
participants  in  order  to  permit  their  in¬ 
formed  participation  in  the  administra¬ 
tion  of  the  clearing  agencies’  affairs." 

Internal  accounting  control  reports. 
The  Commission  believes  the  establish¬ 
ment  and  maintenance  of  an  adequate 
system  of  internal  accounting  control 
are  critical  to  the  safety  and  accuracy 
of  clearing  agency  operations.  Although 
the  objectives  of  internal  accounting 
control  are  familiar  to  the  business  com¬ 
munity  and  presumably  would  be  viewed 
by  a  clearing  agency’s  directors  as  a 
fundamental  aspect  of  management’s 
responsibilities,''  the  Commission  believes 
that,  in  order  to  evaluate  the  adequacy 
of  a  clearing  agency’s  system  of  internal 
accoimting  ccmtrol,  the  agency’s  board  of 
directors  should  have  available  an  exam¬ 
ination  report  on  the  system  of  internal 
accounting  control  prepared  by  a  quali¬ 
fied  and  independent  source. 

The  Commission  is  inclined  to  require 
that  s«nl-annually  a  clearing  agency  ob¬ 
tain  an  examination  report  prepar^  by 
an  indei>endent  public  accountant  (m  the 
clearing  agency’s  system  of  internal  ac- 
ooimting  control.  The  Commission  antic¬ 
ipates  that  the  accountant’s  report 
would  be  based  on  an  examination  made 

See  dlscxisslon  supra. 

*'In  proposed  Rule  13b-2.  Securities  Ex- 
ctaainge  Act  Release  No.  13185  (January  19, 
1977),  42  m  4864  (January  26,  1977),  the 
Commission  pr(q>osed  to  adc^t  as  a  Com¬ 
mission  rule  the  American  Institute  of  Certl- 
fled  Public  Aooountants’  deOnltton  of  ac¬ 
counting  control.  Statement  on  Auditing 
Standards  No.  1,  section  320.28  (1973) 

(AlCPA  Professional  Stitndards,  vol.  1,  AU 
aeotlon  320) :  * 

Accounting  control  comprises  the  plan  of 
organization  and  the  procedures  and  records 
that  are  concerned  with  the  safeguarding  of 
assets  and  the  rrtiablllty  of  financial  records 
and  consequently  are  designed  to  provide 
reasonable  aasxnance  that: 

(a)  Transactions  are  executed  in  accord¬ 
ance  with  managnnent's  general  or  specific 
auihorlzatlcm. 

(b)  Transactions  are  recorded  as  neces¬ 
sary:  (1)  To  permit  preparation  of  financial 
statements  in  ccmformlty  with  generally  ac¬ 
cepted  accounting  principles  or  any  other 
criteria  i4>pllcable  to  such  statements,  and 
(2)  to  TWRintain  accountability  for  assets. 

(c)  Access  to  assets  is  permitted  only  In 
accordance  with  management’s  authoriza¬ 
tion. 

(d)  The  recorded  accountabUity  for  aa- 
seits  Is  compared  with  the  existing  assets  at 
reasonable  intervals  and  af^roprlate  action 
Is  taken  with  respect  to  any  difference. 


for  the  sole  purpose  of  issuing  its  report 
on  the  system  of  internal  accounting  con¬ 
trol  and  would  consist  of  a  study,  includ¬ 
ing  a  review  of  the  system  and  tests  of 
compliance,  and  an  evaluation."  Hie  ex¬ 
amination  would  include  all  procedures 
necessary  under  the  circumstances  to  en¬ 
able  the  independent  public  accountant 
to  express  an  oplnimi  thereon  and  would 
be  sufficient  in  scope  to  provide  reason¬ 
able  assurance  that  any  material  weak¬ 
ness  existing  or  found  to  have  existed 
since  the  previous  semi-annual  exami¬ 
nation  report  would  be  disclosed.  Hie  ac¬ 
countant’s  opinion  would  describe  any 
material  weakness  discovered  and  any 
corrective  action  taken,  or  being  taken, 
by  the  clearing  agency.  If  the  exami¬ 
nation  did  not  disclose  any  material 
weaknesses,  the  opinion  would  so  state. 

The  Commission  believes  the  avail¬ 
ability  of  such  examination  reports.  In 
addition  to  providing  an  essential  tool  for 
clearing  agency  management,  would  aid 
the  Cmnmissicm  and  other  regrulatory 
agencies  in  discharging  their  regulatory 
responsibilities  with  respect  to  clearing 
Agencies.  Also,  because  clearing  agency 
participants  have  a  significant  interest 
in  the  adequacy  of  the  system  of  internal 
accounting  control  whi^  protects  their 
securities  and  fimds,  the  Commission  is 
Inclined  to  require  t^t  the  examination 
reports  be  furnished  to  all  participants 
promptly  after  the  reports  become  avail¬ 
able  to  the  clearing  agency. 

Securities,  funds,  and  data  controls. 
The  Commission’s  experience  with  this 
aspect  of  clearing  agency  controls  has 
lead  it  to  conclude  that  it  is  useful  to 
analyze  safeguards  in  terms  of  two  prin¬ 
cipal  objectives;  (1)  Prevention,  includ¬ 
ing  physical  security,  data  and  software 
integrity,  and  internal  accounting  con¬ 
trol,  discussed  above;  and  (li)  recovery, 
including  contingency  planning  and  in¬ 
surance. 

Hie  securities  Industry  has  had  sub¬ 
stantial  experience  with  procedures  for 
the  physical  safeguarding  of  securities 
and  funds  in  vaults  and  in  fxmds  han¬ 
dling  areas  and  while  in  transit.  In  the 
relatively  new  area  of  ADP  operations, 
however,  a  consensus  on  the  necessary 
elements  of.  irfiyslcal  secimity  is  stiU 
evolving."  While  the  c:<Mnmlsslon  recog¬ 
nizes  the  need  for  flexibility  in  the  design 
and  Implementation  of  security  systems, 
on  a  more  general  level  the  CommissiCHi 
would  expect  each  clearing  agency’s  plan 
for  physical  security  to  include,  both  for 
the  maintenance  and  processing  of  se¬ 
curities  and  funds  and  for  the  ADP  op- 

<*II  a  clearing  agency  InjBtltutee  a  signifi¬ 
cant  change  In  Its  system  of  Internal  ac¬ 
counting  control,  the  clearing  agency  should 
notify,  and  oonsxilt  with,  Rs  Independent 
pxibHc  accountant  so  that  the  accountant 
may  consider  whether  interim  examination 
procedures  are  necessary. 

*  See,  eg.,  the  discussion  of  ADP  physical 
security  contained  In  the  National  Bureau  of 
Standards  Federal  Information  Processing 
Standards  Publication  81,  Guidelines  for 
Automatic  Data  Processing  Physical  Security 
and  Risk  Management,  Jime  1974  (available 
from  National  Technical  Information  Service, 
8286  Port  Royal  Road,  Springfield.  Virginia 
22181  ($3.60)). 
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eration,  such  traditional  security  meas¬ 
ures  as:  access  control  on-site,  off -site, 
and  in-transit;  written  procedures  de¬ 
tailing  steps  involved  in  handling  funds 
and  securities;  maintenance  of  an  orderly 
and  secure  working  environment;  and 
early  warning  systems  and  disaster  pro¬ 
cedures  responsive  to  Are,  natural  disas¬ 
ters.  and  Intrusion. 

The  Commission  believes  the  applica¬ 
tion  of  conventional  prevention  measures 
to  ADP  operations  should  be  augmented 
by  measures  designed  to  assure  software 
Integrity,  such  as  stringent  quality  as¬ 
surance  procedures  (including  pre-im¬ 
plementation  review  and  testing  of  new 
applications,  <^rating  systems  and  com¬ 
ponents),  full  documentation  of  s3rstems 
design  and  modiflcatlons,  periodic  poet- 
implementation  systems  testing,  and  re¬ 
quirements  for  executive  approval  to 
modify  or  update  software.  In  addition, 
the  integrity  of  data  flies  should  be  veri¬ 
fied  iJeriodically. 

The  recovery  objective  of  funds,  se¬ 
curities,  and  data  controls,  in  the  Ccwn- 
mission's  opinion,  calls  for  a  written  con¬ 
tingency  plan,  which  at  a  minimum  cov¬ 
ers:  (i)  Preparation  for  contingencies 
through  such  devices  as  periodic  dupli¬ 
cation  and  off -site  storage  of  data  flies; 
(it)  off-site  storage  of  up-to-date,  dupli¬ 
cate  software  flies,  and  critical  forms  and 
supplies  needed  for  processing  opera¬ 
tions;  (iii)  immediate  availabili^  of 
software  .modifications,  detailed  proce¬ 
dures,  organization  charts  and  de¬ 
scriptions  for  the  conduct  of  operations 
under  a  variety  of  posrible  contingencies; 
(iv)  emergency  mechanisms  for  estab¬ 
lishing  and  maintaining  communica¬ 
tions  with  participants  and  other  en¬ 
tities  participating  in  the  national 
clearing  and  settlement  system.  The 
Commission  would  expect  contingency 
plans  to  be  tested  periodically  to  insure 
their  effectiveness  and  adequacy. 

The  Commission  believes  that,  in  addi¬ 
tion  to  clearing  funds  and  mark-to-the- 
market  procedures  dlscm^sed  below,  the 
recovery  component  of  clearing  agency 
safeguards  should  include  adequate  in¬ 
surance  coverage  for  both  the  clearing 
agency’s  operations  and  the  operations 
of  any  sub-custodian,  delivery  service  or 
other  agent  used  by  a  clearing  agency. 
The  CommissiOTi  is  inclined  to  the  view 
that  adequate  Insurance  coverage  should 
be  substantially  similar  to  that  afforded 
by  Stockbrokers  Blanket  Bond  Standard 
Form  No.  14  of  the  Surety  Association  <rf 
America  currently  in  effect,  augmented 
by  errors  and  omissions  insurance,  fire 
insurance  and  such  additional  insurance 
coverage  as  may  be  desirable  in  view  of 
the  kinds  of  risks  Involved  in  the  opera¬ 
tion  of  a  clearing  agency.  The  Commis¬ 
sion  would  like  to  receive  comment  on 
the  kinds  and  amounts  of  insurance  cov¬ 
erage  appropriate  to  clearing  agency  op¬ 
erations  and  on  whether  and  on  what 
conditions  clearing  agencies  should  be 
permitted  to  self -insure  against  risks  not 
covered  by  clearing  funds. 

Rules.  The  Commission  believes  many 
of  the  most  signlflcant  clearing  agency 
safeguards  can  be  provided  by  clearing 


agency  rules"  which,  if  properly  dove¬ 
tailed  and  caiefxilly  monitor^  csui  sub¬ 
stantially  reduce  the  Impact  of  a  parti¬ 
cipant’s  insolvency  on  a  clearing  agency 
and  its  particiijants.  ffhou^  its  rules,  a 
clearing  agency  may  protect  its  finan¬ 
cial  and  operational  Integrity  by  requir¬ 
ing  that  the  financial  condition  and  op¬ 
erations  of  participants  satisfy  certain 
minimum  standards  and  that,  in  dealing 
with  the  clearing  agency,  participants 
comply  with  procedures  designed  to  re¬ 
duce  its  risk  of  loss.  In  this  category  are 
rules  limiting  participation  to  those  who 
have  complied  with  defined  standards  of 
financial  condition,  operational  capabil¬ 
ity,  competence  and  experience;  rules 
requiring  contributions  to  clearing  or 
participants’  fimds  and  permitting  as¬ 
sessments  against  participating  if  the 
contributicHis  are  exhausted;  rules  set¬ 
ting  mark-to-the-market  and  collateral 
requirements;  rules  establishing  sanc¬ 
tions  such  as  fines  and  deposits;  and 
rules  permitting  a  clearing  agency  to 
limit  the  amoxmt  by  which  a  particular 
participant  may  be  indebted  to  the  clear¬ 
ing  agency. 

The  clearing  agency  also  protects  its 
participants  by  setting  certain  standards 
for  its  own  perfOTmanie,  such  as  rules 
requiring  mandatory  termination  of  par¬ 
ticipants  upon  the  occurr«ice  of  certain 
events  and  rules  establishing  a  clearing 
agwicy’s  responsibility  to  maintain  ade¬ 
quate  Insurance.  Clearing  agencies 
should  also  insure  that  pcu'ticipants  re¬ 
ceive  manuals  and  training  that  explain 
in  detail  clearing  agency  operations  and 
the  prtlcipant’s  role  in  them  as  well  as 
instruct  participants  on  the  methods 
available  for  checking  their  records 
against  daily  and  other  periodic  reports 
of  clearing  agency  activity. 

'The  Commission  believes  that  clearing 
funds  and  the  obligaticms  of  participemts 
to  pay  additional  fund  assessments  have 
two  primary  purposes:  first,  to  ensure 
that  the  clearing  agency  holds  as  seciudty 
assets  of  each  participant  which  bear  an 
appropriate  relation  to  the  risk  of  loss 
that  the  participant  poses  for  the  clearing 
agency;  and,  second,  to  spread  among  all 
participants  the  risk  of  loss  resulting 
from  a  participant’s  default  which  ex¬ 
ceeds  the  amount  of  the  defaulting  par¬ 
ticipant’s  clearing  fund  contribution. 
Both  these  functions  contemplate  the 
continued  existence  of  the  clearing 
agency  following  one  or  more  losses  re¬ 
sulting  from  participant  default.  The 
Commission  is  concerned,  however,  that, 
through  the  assessment  mechanism,  an 
overwhelming  loss  ultimately  might  ex¬ 
haust  the  resources  of  a  number  of 
clearing  agency  participants  and  res\ilt 
in  their  demise.  Accordingly,  the  Com- 


0*  SecUon  3(a)  (37)  of  the  Act  provides: 

The  term  •  •  •  “rules  of  a  clearing  agency’* 
means  the  constitution,  articles  of  incorpo¬ 
ration,  bylaws,  and  rules,  or  Instruments  cor¬ 
responding  to  the  foregoing,  of  [a]  •  •  • 
clearing  agency  •  •  •  and  such  ot  the  stated 
policies,  practices,  and  Interpretations  ot 
such  •  •  •  clearing  agency  ae  the  Commis¬ 
sion,  by  rule,  may  determine  to  be  necessary 
or  appropriate  In  the  public  Interest  or  for 
the  protection  of  InTeston  to  be  deemed  to 
be  rules  of  such  •  •  •  clearing  agency. 


mission  is  inclined  to  require  limitations 
on  the  rights  of  clearing  agencies  to  as¬ 
sess  their  participants,  thereby  creating 
the  possibility  ^at  a  clearing  agency 
may  become  Insolvent  without  first  ex¬ 
hausting  the  resources  of  other  partici¬ 
pants  through  the  assessment  mechan¬ 
ism  because  of  a  loss  caused  by,  and  the 
subsequent  insolvency  of,  one  or  more 
participants. 

’The  potential  adverse  effect  of  the  as¬ 
sessment  mechanism  could  be  limited  by. 
determining  an  average  assessment' 
amount  which  could  be  cirflected  with¬ 
out  causing  the  insolvency  ot  a  signifi¬ 
cant  number  (rf  participants  and  there¬ 
after  limiting  assessments  to  that 
amount.  Alternatively,  an  industry-wide 
formula  could  be  developed  for  deter¬ 
mining  and  periodically  adjusting  the 
size  of  a  participant’s  requirwl  clearing 
fund  contribution  on  the  basis  of  the 
risks  to  the  clearing  agency  inherent  in 
the  services  performed  for  the  partici¬ 
pant.®  ’The  participant’s  required  clear¬ 
ing  fimd  contribution  could  then  be 
either  the  full  amount  determined  under 
the  formula  or  some  percentage  of  the 
amount  coupled  with  an  assessment  obli¬ 
gation  equal  to  the  balance  of  the 
amount.  ’Ihe  Commission  would  l^e  to 
receive  comment  and  suggestions  cwi 
methods  for  determining  the  iqjpropriate 
level  of  clearing  fund  ctmtributlons  and 
for  limiting  the  effects  of  clearing  fund 
assessments. 

Generally,  contributions  to  clearing 
funds  may  consist,  in  varying  propor¬ 
tions,  of  cash,  Unlt^  States  government 
obligations,  mimicipal  bonds  and  open 
account  indebtedness  secured  by  United 
States  government  obligations  and  mu¬ 
nicipal  bonds.  ’The  Commission  believes 
that  clearing  fimd  contributions  should 
be  in  a  form  which  permits  a  clearing 
agency  raprtdly  to  obtain  cash  equal  to 
the  aggregate  of  all  required  contribu¬ 
tions  to  the  clearing  fund.  Accordingly, 
the  Commission  would  like  to  receive 
comment  on  the  form  which  clearing 
fund  contributions  should  take  and  the 
rriatlve  proportion  ot  a  clearing  fund 
which  each  form  of  contribution  should 
represent. 

Oblicatioms  to  Parxicipants 

Because  participant  contributions  to 
clearing  fimds  protect  clearing  agencies 
against  specified  contingenciea  and  sue 
returned  when  pariicipemta  withdraw 
from  clearing  agencies,  the  Commission 
believes  the  rules  of  clearing  agencies 
should  limit  the  use  that  they  may  make 
of  clearing  fund  contributions.  The  Com¬ 
mission  believes  that  the  cash  portions 
of  clearing  funds  should  be  invested  only 
in  United  States  government  obligations. 
In  addition,  the  Commission  is  of  the 
view  that  clearing  funds  should  be  used 
to  protect  clearing  agencies  against 
losses  to  the  clearing  agency  or  its  par¬ 
ticipants  caused  by  participant  default 
and  only  under  the  circumstances  speci¬ 
fied  in  the  clearing  agencies’  rules.  The 


■  Currently,  clearing  agencies  use  a  variety 
of  formulas  for  computing  clearing  fund 
oontiibutloiM. 
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Commission  would  like  to  receive  com¬ 
ment  on  whether  clearing  fund  contri¬ 
butions  should  be  available  for  other 
purposes  such  as  to  protect  participants 
against  losses  resulting  from  clearing 
agency  operations. 

The  Commission  believes  also  that  the 
rules  of  every  clearing  agency  should 
provide  that,  except  for  securities  de¬ 
livered  through  the  clearing  agency  to  a 
participant  for  which  the  participant 
has  not  made  payment  to  the  clearing 
agency  or  securities  pledged  by  a  partici¬ 
pant  through  the  clearing  agency,  the 
clearing  agency  must  promptly  deliver 
securities  in  its  custody  to  or  as  directed 
by  the  participant  for  whom  they  are 
held.  Consistent  with  its  rules,  a  clearing 
agency  should  ensoul  that  any  sub-cus¬ 
todian  holding  the  cleaning  agency’s 
securities  will  deliver  the  securities  to 
or  as  directed  by  the  clearing  agency  and 
otherwise  has  the  financial  and  opera¬ 
tional  capability  to  perform  its  f unctlcms. 
Neither  a  clearing  agency  nor  Its  sub¬ 
custodian  would  be  required  to  deliver 
securities  in  ccmtravention  of  any  notice 
oi  levey,  seizure,  or  similar  notice,  or 
order  or  judgment,  issued  or  directed  by 
a  governmental  agency  or  court,  or  offi¬ 
cer  thereof,  having  jurisdiction  over  such 
clearing  agency  or  sub-custodian,  which 
oa  its  face  affects  the  securities  held 
for  the  clearing  agency’s  pcu-tlclpant  or. 
In  the  case  of  a  sub-custodian,  fw  the 
clearing  agency." 

Ihe  Commission  believes  that,  in  or¬ 
der  to  foster  direct  and  Indirect  partici¬ 
pation  In  registered  clearing  agencies 
and  In  national  clearing  and  settlement 
system,  participants  must  be  assured  of 
the  prompt  return  of  their  securities 
hdd  by  a  clearing  agency."  Accordingly, 
In  addition  to  providing  that  the  clear¬ 
ing  agency  may  not  at  any  time  refrain 
from  delivering  a  participant’s  securities 
to  or  as  directed  by  the  participant,  the 
Commission  believes  the  rules  of  a  clear¬ 
ing  agency  should  provide  that  it  is  li¬ 
able  to  the  participant  for  a  fallyre  to 
deliver  the  participant’s  seciulties  re¬ 
sulting  from:  (a)  The  negligence  or 
misconduct  of  the  clearing  agoicy,  the 
clearing  agency’s  subcustodian  or  agent, 
or  any  of  their  respective  agents  or  «n- 
ployees;  (b)  the  placement,  on  fully- 
paid  for  participant’s  securities  or  par¬ 
ticipant’s  cash  balances  held  by  the 
clearing  agency,  of  any  lien  or  charge 
of  any  kind  In  favor  of  the  clear¬ 
ing  agency,  the  clearing  agency’s  sub¬ 
custodian  or  agent,  or  any  person 


“See  17  CPR  240.8c-l(g)  and  17  CPR 
240.16c2-l(g). 

“Many  of  the  issues  involved  in  indirect 
participation  in  clearing  agencies  were 
raised  in  comments  received  on  prcqjosed 
Rule  17  CFR  270.17f-4  ("Use  of  D^>ository 
Systems  by  Registered  Management  Cc»n- 
panles”)  Investment  Ccsnpany  Act  Release 
No.  9633  (February  7,  1977),  42  PR  8666  (Feb¬ 
ruary  11,  1977).  A  number  of  commenters 
suggested  that  the  standards  of  depository 
liability  to  participants  for  the  return  of  their 
sectirltles  as  well  as  the  extent  of  depository 
llabUlty  to  Indirect  participaiits  should  be 
explmed  in  the  context  of  clearing  agency 
re^tratlon. 


r.iaitwing  through  any  one  or  more  of 
them;  (c>  a  larceny;  (d)  a  mysterious 
disappearance;  or  (e)  any  other  cause 
for  which  the  clearing  agency  has  as¬ 
sumed  responslblity.w  The  Commission 
would  expect  clearing  agencies  to  en¬ 
sure  that  the  obligation  of  their  sub¬ 
custodians  and  agents  to  return  secur¬ 
ities  held  for  the  clearing  agencies 
would  parallel  the  clearing  agencies’  ob¬ 
ligations  to  return  securities  held  for 
participants.  Also,  the  C^ommission  be¬ 
lieves  that  in  order  to  encourage  indirect 
participation  In  a  national  clearing  and 
settlement  system  through  clearing 
agencies,  clearing  agency  rules  should 
permit  subrogation  of  any  indirect  par¬ 
ticipant  to  any  claims  its  conduit  direct 
participant  may  have  against  a  clearing 
agency  arising  out  of  the  deposit  of  the 
Indirect  participant’s  securities. 

The  Commission  would  like  to  receive 
comment  on  the  level  of  liability  which 
should  attach  to  a  clearing  agency’s 
obligation  to  return  securities  held  for 
Its  participants,  the  appropriateness  of 
requiring  that  any  level  of  liability  as¬ 
sumed  by  a  clearing  agency  with  respect 
to  Its  participants  be  paralleled  by  the 
levd  of  liability  assumed  with  respect  to 
the  clearing  agency  by  Its  subcustodian  or 
agent  and  the  need  to  subrogate  Indirect 
participants  In  clearing  agencies  to  the 
rights  of  their  conduit  direct  par¬ 
ticipants. 

Participants  Charges 

Subparagraph  17A(b)  (3)  (E)  of  the 
Act  requires  a  determlnatlcm  that: 

(t]he  rules  of  the  clearing  agency  do  not 
Impose  any  schedule  of  prices,  ch*  fix  rates  or 
other  fees,  tor  services  rendered  by  its 
particlpcmts. 

The  provision  precludes  a  clearing 
agency  from  Imposing  schedules  of  prices 
or  fixing  minimum  rates  or  charges  for 
services  which  its  participants  render  to 
others. 

7 

Equitable  Allocation  of  Reasonable 
Fees,  and  Other  Charges 

Subparagraph  17A(b)  (3)  (D)  of  the 
Act  requires  a  determination  that: 

[t]he  rules  of  the  clearing  agency  provide  for 
the  equitable  allocation  of  reasonable  dues, 
fees,  and  other  charges  among  its  par¬ 
ticipants. 

Currently,  In  determining  the  fees  to 
be  charged  to  participants  for  clearing 
agency  services,  many  clearing  agencies 
consider,  in  addition  to  cost  of  services, 
the  benefits  participants  receive  frtHn 
services  and  the  need  to  subsidize  certain 
services  in  order  to  oicourage  participa¬ 
tion  in  a  registered  clearing  agency.  Ac¬ 
cordingly,  at  the  present  time,  the  Com- 
missicm  is  not  opposed  to  considering 
clearing  agency  fee  schedules  as  a  pack¬ 
age  in  determining  whether  reasonable 


“  WhUe  the  rules  of  a  number  of  clearing 
agencies  currently  provide,  without  qualifi¬ 
cation,  for  the  return  to  participanta  of  se¬ 
curities  held  for  them  by  the  clearing  agen¬ 
cies,  the  level  of  liabUity  which  a  clearing 
agency  would  have  for  fallxire  to  return  a 
participant’s  securities  has  not  been  de¬ 
termined  to  date. 


fees  have  been  allocated  equitably  among 
participants."  The  Ccmunlssicm  does  not 
believe,  however,  that  a  clearing  agency 
fee  structure  or  individual  fee  may  prop¬ 
erly  be  a  substantial  burden  on,  or  sub¬ 
sidy  of,  a  particular  category  of  partici¬ 
pants.  Moreover,  the  Commission  gen¬ 
erally  believes  that  fees  should  be  based 
on  costs  of  services  provided.  The  Com¬ 
mission  is  Inclined  to  take  the  position 
that  the  further  a  fee  deviates  from  the 
cost  of  the  service  provided,  the  more 
imperative  the  non-cost  factors  claimed 
as  justification  for  the  deviation  should 
be. 

To  assist  the  Commission  in  identify¬ 
ing  the  effect  of  clearing  agency  fees 
and  to  provide  clearing  agency  partici¬ 
pants  with  a  basis  for  evaluating  the  ef¬ 
fect  and  appropriateness  of  clearing 
agengy  fees,  the  Commission  is  c<msid- 
ering  requiring  that,  prior  to  imposing 
any  dues,  fees  or  charges  for  services  ren¬ 
dered  to  participants,  clearing  agencies 
advise  their  participants  of  (1)  the  unit 
cost  attributable  to  the  service,  (11)  the 
basis  and  method  used  in  determining 
the  unit  cost  and  (ill)  an  explanati(m  of 
determinati(xis  made,  and  justifications 
used,  in  arriving  at  the  fee. 

The  Commission  recognizes  that  the 
need  to  develop  a  national  system  may  In 
some  circumstances  warrant  clearing 
agency  fee  structures  under  which  clear¬ 
ing  agency  pcullclpants  in  different  loca¬ 
tions  are  changed  the  same  fees  for  clear¬ 
ing  agency  services  regardless  of  the  dif¬ 
ferences  In  the  clearing  agency’s  cost  of 
providing  the  service  to  different  loca¬ 
tions."  Nevertheless,  the  Commission 
would  like  to  receive  comment  on 
whether  clearing  agency  participants  In 
different  locations  should  be  charged  the 
same  fees  for  the  same  clearing  agency 
services.  For  example,  should  a  deposi¬ 
tory  participant  pay  the  same  amoimt 
for  a  deposit  made  through  a  satellite 
facility  as  for  a  deposit  made  at  the 
home  office?  The  Commission  would  like 
to  receive  comment  also  on  whether  dif¬ 
ferent  categories  of  clearing  agency  par¬ 
ticipants  should  be  charged  different  fees 
for  the  same  services.  For  example, 
should  registered  clearing  agencies  par¬ 
ticipating  in  other  registered  clearing 
agencies  be  charged  the  same  fees  as 
other  participants,  or  do  the  purposes  of 
the  Act,  including  the  establishment  of  a 
national  system,  require  that  registered 
clearing  agencies  pay  fees  different  fr(Hn 


“  The  fee  schedule  must  also  be  designed  to 
meet  the  objectives  of  Subparagraph  17A(b) 
(3)(P)  which  requires,  among  other  things, 
that  the  rules  of  a  registered  clearing  agency 
“•  •  •  foster  cooperation  and  coordination 
with  persons  engaged  In  the  clearance  and 
settlement  of  securities  transactions  •  *  • 
[and]  remove  Impediments  to  and  perfect  the 
mechanism  of  a  national  system  for  the 
prompt  and  accurate  clearance  and  settle¬ 
ment  of  securities  transactions”  as  well  as 
carry  out  the  other  purposes  of  the  Act. 

“See,  e.g..  Order  Granting  Registration 
and  Statement  of  Reasons  In  the  Matter 
the  AppUcatKm  of  the  National  Securities 
Clearing  Corporation  tor  Registration  as  a 
Clearing  Agency,  Securities  Exchange  Act  Re¬ 
lease  No.  136l3  (January  13,  1977). 
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those  charged  other  participants  or  pay 
no  fees  at  all?  " 

Thx  National  Ststxk 

’  Paragraph  17A(a)  (2)  of  the  Act  re¬ 
quires  the  Commission  “to  use  Its  au- 
thCNlty  under  [the  Act]  to  facilitate  the 
establishment  of  a  national  system  far 
the  prompt  and  accurate  clearance  and 
settlement  of  transactions  in  securities 

•  •  •  in  accordance  with  the  findings  and 
to  carry  out  the  objectives  set  forth  In 
[17A(a)  (1)  1.”  In  using  its  authority,  the 
Commission  is  to  have  “due  regard  for 
the  public  Interest,  the  protection  of  in¬ 
vestors,  the  safeguarding  of  securities 
and  funds,  and  maintenance  of  fair  com¬ 
petition  among  brokers  and  dealers, 
clearing  agencies,  and  transfer  agents 

•  •  •  » u 

Paragraph  17A(b)  (3)  of  the  Act  pro¬ 
vides,  in  part,  that  the  Commission  shall 
not  grant  registration  as  a  clearing  agen¬ 
cy  to  an  applicant  unless  the  Commission 
determines  that  (i)  the  applicant  is  so 
organized  and  has  the  capacity  to  be  able 
to  facilitate  the  prompt  and  accurate 
clearance  and  settlement  of  securities 
transactions,*  (ii)  the  applicant’s  rules 
are  designed  to  foster  cooperation  and 
coordination  with  persons  engaged  in  se¬ 
curities  processing  and  to  remove  imped¬ 
iments  to  and  perfect  the  mechanism  of 
a  national  system  for  the  clearance  and 
settlement  of  securities  transactions;  ** 
and  (iii)  the  applicant’s  rules  do  not  im¬ 
pose  any  burden  on  competition  not  nec¬ 
essary  or  appropriate  in  furtherance  of 
the  purposes  of  the  Act.” 

’The  Commission  intends  to  review  the 
rules  of  clearing  agencies  to  determine 
whether  they  are  consistent  with  the 
Act’s  broad  objectives.  In  connection 
with  those  objectives,  the  Commission 
would  like  to  receive  comment  on  (i)  the 
securities  Issues  which  should  be  included 
In  the  book  entry  portion  of  a  national 
clearing  and  settlement  system  and  (11) 
the  extent  to  and  maimer  in  which  reg¬ 
istered  clearing  agency  operatlcms  should 
facilitate  settlement  between  brokers 
and  dealers  and  their  .  institutional 
customers. 

Other  Matters 

Subparagraph  17A(b)  (3)  (F)  of  the 
Act  provides  that  the  rules  of  the  clear¬ 
ing  agency  must  not  be  designed  “to  reg¬ 
ulate  by  virtue  of  any  authority  ccm- 
f erred  by  [the  Act]  matters  not  related 
to  the  purposes  of  [Sectlcm  17A  of  the 
Act]  or  the  administration  of  the  clear¬ 
ing  agency.”  In  connection  with  the  reg¬ 
istration  of  clearing  agencies  the  C(Hn- 
mlsslpn  intends  to  review  all  dealing 
agency  rules  to  ensure  that  they  accord 
with  the  foregoing  objective. 

In  order  to  facilitate  its  review  of  the 
Registrants’  applications  for  registra¬ 
tion,  the  Commission  requests  that  by 
July  15, 1977,  each  Registrant  update  Ita 


See  discussion  of  registered  clearing  agen¬ 
cies  as  participants  In  other  registered  clear¬ 
ing  agencies,  supra. 

"  Paragraph  17A(a)  (3)  of  the  Act. 

•  Subparagnq>h  17A(b)(3)(A)  of  the  Ac*. 
•*  Subparagraph  17A(b)  (S)  (P)  of  the  Act. 

*  Subparagr^h  17A(b)  (8)  (I)  of  ttie  Act. 


appUcatkm  on  Form  CA-1  to  reflect  rule 
changes  effected  and  new  services  Ini¬ 
tiated  since  the  application  was  filed 
originally  and  any  changes  in  the  infor¬ 
mation  currently  Included  in  the  appli¬ 
cation  which  would  be  relevant  to  the 
determinations  the  Commission  Intends 
to  make  in  connection  with  permanent 
registration. 

In  accordance  with  clause  (i)  of  sub- 
paragraph  17A(d)  (3)  (A)  of  the  Act  the 
Commission  has  consulted  and  requested 
the  views  of  the  other  appropriate  regu¬ 
latory  agencies  involved  in  the  regulation 
of  clearing  agencies  prior  to  publishing 
the  proposed  standards  for  the  registra¬ 
tion  of  clearing  agencies. 

All  Interested  persons  are  Invited  to 
submit  written  data,  views  and  argu¬ 
ments  concerning  the  proposed  stand¬ 
ards  on  or  before  July  15,  1977.  Such 
written  data,  views  and  arguments  will 
be  considered  by  the  Commission  in 
formulating  final  standards  for  review  of 
clearing  agency  applications  for  registra¬ 
tion.  Persons  de^rlng  to  make  written 
submissions  should  file  three  copies 
thereof  with  the  Secretary  of  the  Com¬ 
mission,  Securities  and  Exchange  Com¬ 
mission,  500  North  Capitol  Street,  Wash¬ 
ington,  D.C.  20549.  Reference  should  be 
made  to  File  No.  S7-699. 

Copies  of  the  applications  and  all  writ¬ 
ten  comments  will  be  available  for  in¬ 
spection  at  the  Securities  and  Exchange 
Commission’s  Public  Reference  Room, 
1100  L  Street  NW.,  Washington,  D.C. 
20006. 

•  •  •  •  • 

The  Commission  also  Issued  an  Order, 
pursuant  to  subsection  (c)  of  17  CFR 
240.17Ab2-l  under  the  Act,  extending 
until  September  1,  1977,  the  existing  reg¬ 
istration  of  each  of  the  Registrants  and 
extending  imtil  September  1,  1977,  the 
time  for  conclusion  of  proceedings  pur¬ 
suant  to  Sections  17A  and  19  of  the  Act 
and  17  CFR  240.17Ab2-l  thereunder  to 
determine  whether  to  grant  or  deny  the 
registration  of  each  of  the  Registrants 
at  the  expiration  of  their  existing  reg¬ 
istrations.  A  copy  of  that  order  is  at¬ 
tached. 

George  A.  Fitzsimmons, 

Secretary. 

June  1, 1977. 

In  the  matter  of  the  registration  as  clear¬ 
ing  agencies  of  the  depository  trust  company 
(File  No.  eoO-1),  Bradfocd  Securities  Proc¬ 
essing  Servloes,  Ine.  (Pile  No.  600-3),  Stock 
Clearing  Corporation  at  Philadelphia  (Pile 
No.  600-4),  Boston  Stock  Exchange  Clearing 
Corporation  (Pile  No.  0(X>-6),  Midwest  Se¬ 
curities  Tmst  Company  (Pile  No.  600-7),  the 
Options  Clearing  Corporation  (Pile  No.  600- 
8),  Midwest  Clearing  Corporation  (PUe  No. 
600-0),  PaclAo  Securities  Depository  Trust 
Compimy  (Pile  No.  600-10),  Pacific  Clearing 
Corporation  (Pile  No.  600-11),  and  TAD  De¬ 
pository  CkMporatlon  (Pile  No.  600-13);  order 
eztendmg  until  September  1,  1977,  existing 
registrations  of  clearing  agencies  and  the 
time  for  concluding  proceedings  to  deter¬ 
mine  whether  to  grant  or  deny  clearing 
agency  registrations  at  the  expiration  of  ex¬ 
isting  registrations. 

On  December  1,  1976,  in  accordance  with 
paragraph  (o)(l)  at  17  CFR  340.17Ab3-l 
under  the  Securities  Exchange  Act  of  1934 
(the  “Act”),  the  Commission  registered  m 


clearing  agencies  for  a  period  of  eighteen 
months  the  Depository  Ttust  Ccsnpany,  Brad¬ 
ford  Securities  Processing  Services.  Inc.. 
Stock  Clearing  Corporation  at  Philadelphia. 
Boston  Stock  Exchange  Clearing  Corpora¬ 
tion.  Midwest  Securities  Trust  Company,  the 
Options  Clearing  Corporation,  Midwest  Clear¬ 
ing  Corporation,  Pacific  Securities  Depository 
Trust  Company,  Pacific  Clearing  Corporation, 
and  TAD  Depository  Corporation  (herein¬ 
after  referred  to  as  the  “Registrants”).  In 
granting  registration  In  accordance  with 
paragraph  (c)(1),  the  Commission  deter¬ 
mined  that  the  Registrants  were  so  organized 
and  had  the  capacity  to  safeguard  securi¬ 
ties  and  funds  In  their  custody  or  control  or 
for  which  they  were  responsible;  the  Reg¬ 
istrants’  rules  did  not  Impose  any  schedule 
of  prices,  or  fix  rates  or  other  fees,  for  services 
rendered  by  participants;  and  the  Regis¬ 
trants’  rules  assured  the  safeguarding  of 
securities  or  funds  which  were  In  the  cus¬ 
tody  or  control  of  the  Registrants  or  for 
which  they  were  responsible.  Pursuant  to 
paragraph  (c)(1).  the  Registrants  were  ex¬ 
empted,  temporarily,  from  having  to  satisfy 
a  number  of  the  requirements  as  to  which 
the  Commission  Is  directed  to  make  a  deter¬ 
mination  pursuant  to  subparagraphs  (A) 
through  (I)  of  Section  17A(b)(3)  of  the  Act 
("Subparagraph  (A)-(I)  determinations’’). 

In  the  case  of  any  clearing  agency  registered 
In  accordance  with  pcuagraph  (c)(1)  of  17 
CPR  240.17Ab3-l,  the  Commission  is  required, 
not  latex  than  nine  months  from  the  date 
such  regStratlon  Is  made  effective,  either  to 
grant  registration  In  accordance  with  Sec¬ 
tions  17A(b)  and  19(a)(1)  of  the  Act,  with¬ 
out  exempting  the  registrant  from  one  or 
more  of  the  Subparagraph  (A) -(I)  deter¬ 
minations,  or  to  Institute  proceedings  In 
accordance  with  Section  19(a)(1)  of  the 
Act  to  determine  whether  registration  should 
be  denied  at  the  expiration  of  the  registra¬ 
tion  period. 

On  September  1.  1976,  the  Commission  in¬ 
stituted  proceedings  to  determine  whether 
to  grant  or  deny  the  registrations  of  the 
Registrants  at  the  expiration  of  their  eigh¬ 
teen  month  registrations.  Those  proceedings 
were  Instituted  In  order  to  obtain  the  views 
of  Interested  persons  concerning  the  Reg¬ 
istrants’  compliance  with  the  standards 
which  the  Commission  is  required  to  apply 
imder  the  Act  In  determining  whether  to 
grant  or  deny  registration  to  a  clearing  agen¬ 
cy.  The  Commission  Is  extending  the  existing 
registration  of  each  of  the  Registrants  and 
the  time  for  concluding  proceedings  to  deter¬ 
mine  whether  to  grant  or  deny  the  Regis¬ 
trants’  registration  at  the  expiration  of 
their  existing  registration  In  order  to  con¬ 
sider  comments  on  the  Commission’s  pro¬ 
posed  standards  for  making  the  Subpara¬ 
graph  (A) -(I)  determinations  In  connec¬ 
tion  with  the  registration  of  clearing  agen¬ 
cies  published  In  Securities  Exchange  Act 
Release  No.  13684  (June  1,  1977). 

It  is  ordered.  That  the  Registrants’  regl^ 
tratlon  as  clearing  agencies  granted  on  De¬ 
cember  1,  1976,  be,  and  hereby  are.  extended 
until  September  1.  1977  and  that,  pursuant 
to  cMisents  by  each  of  the  Registrants  to 
extension  of  the  date  for  concluding  the 
proceedings  Instituted  on  September  1. 
1976,  the  time  for  concluding  proceedings  to 
determine  whether  to  grant  or  deny  regie- 
tratioo  to  the  Registrants  at  the  explratioM 
of  their  existing  registrations  be,  and  hereby 
la,  extended  until  September  1,  1977. 

By  the  Commission. 


June  1.  1977. 


OxosGB  A.  Fitzsimmons. 

Secretary. 
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